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PREFACE 


TnnrrBTryrmrrmrrrB Tr rfl r m^ 


T iiks l>ook combines text and case materials for use in courses which 
apply economic analysis to the solution of business problems. These 
courses appear in university catalogues under a variety of names, 
such as “Business Economics,” “Economic Analysis,' 1 “Price Policies," 
“Economics of Enterprise,” etc. They are offered lmth by scliools of 
business administration and bv departments of economics. For the 
most part, they are junior, senior, or first-vear graduate courses, and 
follow the principles course in mummies. Commonly, students in 
these courses have had some training in accounting, finance, and 
marketing, but a background of these subjects is not necessary to an 
understanding of the present volume. 

The point of view taken bv tjiis book is that of the executive re- 
sjximible for guiding the busineOVnterprisc. The authors' purpose is 
to use techniques of economic imalx^kjo solve—<>i at least to throw 
some light on—problems of busi 1 less Vn apagement. These problems 
art* of two sorts: those which can be call eel internal Iiecauxe man)’ 
fac tors in the situation are within the control of the business com- 
pans, and those which are external, involving conditions which busi¬ 
ness management cannot control but to which it must adjust. After 
a preliminary section. Part I, on the nature and function of profits, 
the authors consider the internal economies of the firm in Parts I I-V, 
which discuss the analysis of demand, cost analysis, price policies, 
and nonprice competition. Parts VI-VI1I, devoted to the external 
economics, deal with the adjustment of the firm to business fluctua¬ 
tions, lalxir conditions, and government regulation. 

The problem faced by the authors in writing this Ixiok arose - 
chiefly from the fact that the body of economic theory and fact is 
very large and very complex. A casctxiok must necessarily lx? limited 
both as to the number of business situations covered and as to the 
variety and technicality of the economic issues treated. Vet, by the 
nature of the undertaking, it must lx* handled at the mature level 
of the business conference. The authors bas e tried to meet this prob¬ 
lem by (1) avoiding or simplifying the technical language of pro- 
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fessional economists and (2) by .selecting typical situations and eco¬ 
nomic issues. 

This project originated in the need for fresh case materials in the 
business economics course which was jointly conducted by the au¬ 
thors at Northwestern University. When the work was partially com¬ 
pleted, one of the authors accepted an appointment at The Johns 
Hopkins Univ ersity. Although the plan of the book and some of the 
cases had lieen completed by that time, geographic separation there¬ 
after necessitated more or less independent work on the several parts 
of the manuscript. As a result, Parts 1I~\\ on internal economics of 
the firm, are chiefly the w # ork of Mr Alt; while Part I. ori profits, 
and Parts Vl-VIII, on the external economic problems of manage¬ 
ment. arc* attributable largely to Mr. Bradford. 

An undertaking of this scope neces&arilv owes much to the work 
of others. We arc* grateful to Dean Kmcritus Homer B Yanderblue 
of Northwestern University, a pioneer in the field of business eco¬ 
nomies, for his encouragement to write a cnscUtok on this subject, 
and for permission to quote materials from his articles in the //m- 
wirrf Husirn sft Hr i ten un pricing policies in the automobile industry 
We are also indebted to Dean Arthur H, Tehbutt of Northwestern 
University for introducing us to the case method and for eueourag* 
ing us to write this book. The casebook of Professors Malcolm P. 
McNair and Hichard S. Meriam, /Vo/;/# fiia in fiuxitu w I.ronnmu \\ 
w as used for several sears in our courses and served as a useful model 
for the present work. Part IV, Pricing and Price Policies, owes much 
to the methods of analysts originated Its Dean Kdward S Mason of 
Harvard University, and we are also indebted to Dean Mason for 
permission to quote his address to the ( lumber of Commerce of the 
t'nited States of America No single source has been more helpful 
than Professor Joel Dean of Columbia University, upon whose origi¬ 
nal contributions in the field of cost analysis and price* policy we have 
freels drawn. Mans other colleagues in academic life have given 
valuable assistance in reviewing and criticizing cases and text and in 
permitting us to quote from their published works. W e wish to thank 
the following: Professors Neil H Borden. John T. Dunlop, and John 
Lintner arid Drs. Frederick \Y Call and Gilbert L. Bates of Harvard 
University; Professor Arthur R Bums of Columbia University; Pro¬ 
fessor Sidney Davidson and Dean Udwurd R. Hawkins of The Johns 
Hopkins University; Professor Ralph C. Epstein of the University of 
Buffalo; Professor Harvey W. lliiegy of the University of Illinois; 
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Professor Alliert L. Meyers of Georgetown University: Professor 
John Pern Miller of Yale University; Professor K. II. Montgomery of 
the University of Texas; Professor Charles A. Myers of the Massa¬ 
chusetts Institute of Technology; Professor Henry Oliver of the Uni¬ 
versity of Indiana; Professors Carroll R. Daugherty*, Daseomb R. 
Forbush. and II. \V\ Torgerson of Northwestern University: and 
Professor Clair Wilcox of Swarthmore College. 

Our students have been wry helpful, not only' as a laboratory* 
group for testing cases but as individual critics. We are also indebted 
to our students for the contribution of original ease materials, par¬ 
ticularly to Messrs William James Fitzgerald, Allen C. Mayer, and 
Haves Watkins, our former students at Northwestern University. 

Most of the case materials in this book c ame from business com¬ 
panies, and some were derived from government sources. We wish 
to acknowledge the generous contribution of time and thought from 
the following individuals and companies; Messrs. Ralph H. Rudd 
and P J. Meuardi of the Chicago Transit Authority; Wallace A. Cook 
of Standard Brands; R. E. S. Dekhlerof American Airlines; William J. 
I)i\ou of the Baltimore and Ohio Railroad Company; J. 1\ Fitzsim¬ 
mons of the Allis-Chahncrs Manufacturing Company. Robert Freed¬ 
man of the Yellow Cab Company (Baltimore); John S. Callagher, 
Jr . and llenrv F. Mc(Earthy of the New \ork. New Haven, and Hart- 
lord Bailroad; S. L. Homer of the General Motors Corporation; 
Walter S. Kcirn. Egil Krogh and Lawrence B. Sizer of Marshall Field 
and Company: Charles K. Lambert of the Tanis Company; Saul 
Nelson; I). A. Packard of the Nash-Krlvinator Corporation; Louis 
J. Paradiso; I Alvin Pasarew of the Maryland State Planning Com¬ 
mission; James II. Heed; and Albert E. Sniyser, Jr., of the Glenn L. 
Martin Company. We wish also to acknowledge the privilege of 
inspecting the records ol several small business firms whose execu¬ 
tives, for their own reasons, wish to remain anony mous. 

We w ish also to thank the following copy right owners for permis¬ 
sion to quote published works; The Brookings Institution: Harper 
and Brothers; the Harvard Business Review; the President and 
Fellows oi Harvard University; Richard D. frwin. Inc.; the Journal 
of Air Law and Commerce; tlx* Journal of Marketing; the McGraw- 
Hill Rook Company, Inc.. W. W. Norton and Company. the National 
Association of Cost Accountants, tlx* National Bureau of Economic 
Research, Inc ; Prentice-Hall Im\; the University of Chicago; and 
the Wall Street Journal 
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Progress of this work has been speeded by the generous permis¬ 
sion of Dean Donald K. David of the Harvard Graduate School of 
Business Administration to observe classes and to use the facilities 
of the school. We are especially obliged to Dr. Donald T. Clark, As¬ 
sociate Librarian of the School, for his help over an extended period. 
We wish also to thunk our loval assistants, Miss Sue Eager, Mr. 
Julian Lee C.elwasser, Mrs. Rolrert Gleckner, arid Mrs. Everett 
Thorpe, for their help in preparing the manuscript. 

ftiaiAiU) M. Aj.t 
William C. IitiAoeoRn 

Miinh. 1*M 
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Part I 


Tnrrrrmrrvrermwrrrrrrmrr r ^ 

PROFIT 


In a PHKK-RNTCBmisK socieiv the prospect of profit is the prime 
motivating force of the businessman. Within the legal and institu¬ 
tional framework of society he attempts to obtain as large a profit 
as possible from his business operations It is the prospect of making 
a profit in the future which causes the businessman to make deci¬ 
sions today concerning the use of the factors of production. r I1ie 
profit motive is not, however, the sole motivating force of all busi¬ 
nessmen, since the conduct of anv particular firm is greatly influ¬ 
enced bv the jwTsonalities of those who manage it. Many men are 
swayed by nonreonomic factors, such as prestige, power, social 
approval, social obligation, independence, and fear of government 
intervention. Occasionally one hears of a businessman who treats 
business as a game and plays it just to prove that he is an able player. 
Where such motives dominate the leader or leaders of a firm, its 
economic conduct may not always l>e governed so as to maximize 
the profits of the firm. In mam instances, however, the* maximization 
of profit is a corollary of these noneconomic motives, as in the case 
of power or prestige. If either is measured by the amount of wealth 
the indiv idual or a firm possesses, an attempt to make large profits 
is a means of increasing wealth. 

Evers newly organized firm hopes to obtain receipts which will 
more than cover all expenses. Even an existing firm has such hopes 
when it places a new product on the market or offers an improve¬ 
ment on an old one. Not all such ventures, however, are successful. 
Exhibit 1 shows the number of business failures, together with the 
liabilities involved in these failures for the period 1929-47. While 
this table indicates that the number of failures tends to rise arid fall 
with the swings of the cvcle. it also points out that even in periods 
of prosperity, such as 1929 and 1941, there are business failures. 
The firms which failed were, of course, not profitable. Exhibit 2 
shows the number of business failures by industrial groups and size 

* For a detailed ditnwMon <4 thm m<rth e* Mar Clare E. Griffin, Enterprise in a 
Free Society {Chicago; Kitlwd L>, Irwin, loc„ 1949?, <hap, 
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of liabilities for flu* year of 1947. a \ear of prosperity which was 
due considerably to an enormous backlog of demand for Iwrth in¬ 
dustrial and consumer goods. Serious shortages existed m many lines 
in that year. Prolonged inability to supply current demand not onlv 
diminishes profits I>til mav also cause losses. While the failures are 
most frequent in small concerns, it is worthy of note that in the 
manufacturing group twenty firms with liabilities of more than one 
million dollars failed in tins sear. The reasons for the failures art* 
not given. It should also Ik* pointed out that this table does not 
include failures of new ventures by existing firms who were able 
to absorb the loss involved !>ecause of financial position or profits on 
other items. 

Exhibit 3 shows the profits of all private corporations, after taxes, 
for the period 1929-48. This table focuses attention upon the in- 
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creasing effect of taxes upon business profits. From the standpoint 
both of investment on the* part of the common stockholder and of 
retained earnings by the firm for reinvestment in the business, the 
statement of profits after taxes is important. Tliis exhibit shows the 
increasing proportion of tax payments out of profits. For the period 
1941-45 it is interesting to note that profits after taxes slum a smaller 
increase than do profits Indore taxes except for the years 1944 and 
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1945. when there is an absolute decline. In tin* former soar, profits 
before tuxes declined while profits after taxes continued to increase 
sli^htlv. In the latter \cur. profits Imth Indore and after taxes de¬ 
clined' hut the decline in gross was greater than in net. This reflects 
the payment of the excess profits taxes during the period of the war. 
The years 1947 and 1948 reflect increased earnings as a result of re¬ 
conversion to Chilian production and also the abolition of the excess 
profits taxes. Another item of interest is the relative stability of 
dividend payments from 1956 through 19*45 As profits increased, 
corporations regained larger absolute amounts of profits for working 
capital and expansion. 

Exhibit 4 slums profits for corporations in selected industries. 
Again tire effects of taxation are shown during the period 1941 
through 1945, Of particular interest is the shrinkage in profits in 
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"Other Durable Goods." This probably reflects the effect of re¬ 
duction of civilian production during the war. Since this period. 
1939-48. was one of relative prosperity, profits tended to show stabil¬ 
ity or growth. There is again the bulge in profits of all industries for 
the years 19-46 and 1947. One of several industries which stands out 
with remarkable increase in profits is "Industrial Chemical*.'' This 
perhaps reflects the increased use of plastics and other chemical prod¬ 
ucts developed during the war and converted to civilian use in the 
postwar period. There is also a definite upward trend throughout 
the period in the profits of the service industries. While profits may 
tend to move in the same direction for almost all industries, this 
exhibit indicates that they do not move at the same rate. 




6 BUSINESS ECONOMICS 

If the businessman is to avoid failure, it is essential that he be 
familiar not only with the factors which affect his profit but also 
with the nature and meaning of profit itself. Some of the factors 
affecting profits are within the control of the firm while others are 
external to the business and beyond the control of management. In 
both cases the businessman must, first, be able to recognize these 
factors and, second, attempt to bring about the proper adjustments 
within his firm so as to maximize his profit. Whether lie will make 
adjustments to meet every event which affects his profits depends 
upon a number of factors If he is attempting to maximize short-run 
profits, he will probably make more frequent adjustments. On the 
other hand, some of the opportunities for short-run profits may have 
to be foregone in order to obtain the largest possible long-run profits 
where the two are not in harmony with each other. Even if he 
desires to maximize his short-run profits, the complexity of his busi¬ 
ness organization mas not permit it Especially is this the case when 
much lime is consumed in communication among the various divi¬ 
sions and departments ot his firm. 

Tin \ti. as isc of mom 

In addition to the problem of deciding whether a certain move 
is profitable, the businessman is interested in knowing whether the 
results of his total operations are also profitable. The concept of 
profit is clouded with a variety of meanings In general, it is thought 
of as the difference between income and expense, howexer these 
two terms may be defined. It is no secret that mans corporations 
make up more than one profit and loss statement for a particular 
accounting |KMiod. Usually the statement presided for income tax 
purjKisc.s shows a profit figure different fioni that m the report to 
stockholders How, one may well ask. can a firm base more than 
one profit figure for a given period? The difference arises primarily 
Irmtuse of a difference as to the composition of exists for the period 
under consideration. 

The Definition of Income 

The determination of revenue is probably less difficult and con¬ 
troversial than that of cost. In the majority of business operations, 
revenues are received at frequent intervals and usually ewer an 
interval of less duration than the accounting period. Ordinarily 
receipts are allocated in their entirety to the accounting period in 
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which they are received. Exceptions occur, however, as in tile case 
of the receipt of interest payments which cover more than one ac¬ 
counting period or when payments are* made in a series of lump 
sums to cover services extending over many months. The construc¬ 
tion of extremely large merchant and battleships would l>e an il¬ 
lustration. Pawnent might he made in full upon delivery, while the 
construction time covered two or more accounting peritxls. In this 
case there would he no revenue in the first accounting period hut 
considerable outlay, and the records would show a loss, In the 
second period there would lx* rxtremelv large profits, Therefore, 
some of the receipts expected at delivery would he allocated to the 
first accounting j>eriod on some arbitrary basis. The precise amount 
of revenue is known onlv within the existing framework of account¬ 
ing practices and engineering knowledge. As opinions within this 
framework vary, so would the revenue allocated to the* first period. 

77ie Definition of Costs 

Once the total rev rime has Imtii determined, the amount of profit 
depends upon the definition ut the exists which are subtracted. To 
this extent, therefore, profits are determined by defining costs. Some 
costs are more submissive to definition than others; for example, 
such costs as labor and materials are more* or less clcarlv defined 
from the accounting viewpoint. Difficulty arises chieflv in the alloca¬ 
tion of accrued and deferred costs; of depreciation, obsolescence, 
development, and research costs; and of others which extend over 
more than one accounting period. 

The amount which remains after all costs have l*een accounted 
for is what the businessman calls his profit tor the jwriod. Every 
item of revenue and cost has lieen accounted for in the records of 
the business, and the difference between revenues and costs, as 
defined, constitutes business profit. This profit figure, however, needs 
further analysis, since it results from several causes. It includes the 
ordinary markup from business operations, inventory revaluation, 
monopoly elements, if anv. and possibly the effects of cyclical varia¬ 
tions 'Die businessman is interested in the constituent elements of 
his profit figure. The nature and source of business profits have an 
effect upon such matters as price policy, level of production, divi¬ 
dend policy, and many others. In the cast* of a corporation. dividend 
policy may lx affected bv the fact that large profits of a temporary 
nature, if paid out, might affect the market price of the slock and 
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drive it up to a price which could not lx* maintained. On the other 
hand, such a price rise might Ik* desirable for the purpose of further 
financing. Profits which arise as a result of monopoly elements might 
he the cause of a revision of price policy so as to increase future 
profits, whether they Ik* of a short- or long-run nature. 

Another view of this profit figure' would Ik* taken by the econ¬ 
omist, and this view is not without value to the businessman. The 
economist would define "cost" in a manner different from that of 
the businessman or the accountant. Not all the costs calculated by 
the economist appear in the accounting records; for example, many 
firms own projierty which is used in the business Ordinarily, the 
exist of maintaining this property is charged as business expense, 
but the economist would add another item of cost to this property. 
He would determine, probably by estimate, what rental could be 
obtained for this property in the use for which it is best, or next 
best, suited, This amount less the cost of maintenance would !k* 
subtracted from the business profits as computed bv the accountant, 
This "cost which has Ireen deducted is known as the "opportunity 
cost’ of using the property in the present business. It is the income 
the firm gives up when it chooses to use it in its own business rather 
than hire it out to others for a rental. The subtraction of this "op¬ 
portunity* or "imputed ‘ cost from the business profits as computed 
by the accountant does not mean that the net return to the firm 
is reduced but rather that the amount shown as business profits is 
not entirely profits but contains some elements of a rental return 
for the use of property. 'Hie economist would do the same in the 
ease of capital funds invested in the business. If these funds arc? 
owned by the firm, the economist would again impute an interest 
cost to tlmm and deduct this, amount from the business profits fig¬ 
ures, Eor all factors owned by the firm to which a return can be 
imputed, the economist would make an appropriate deduc tion from 
business profits The remainder would be smaller than the business 
profits as computed by the accountant This remainder is what is 
known as "economic" or "puie M profit. Profit as computed by the 
accountant or businessman may contain elements of remuneration 
to the factors of production as well as economic profit, It is possible 
for a firm to show a business profit but an economic loss. The 
distinction between the two concepts of profit becomes important 
when, for example, one considers the alternative opportunities for 
his time, talents, and capital relative to their present use. 
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Noncontractual Nature of Profit c 

A business firm, whether newly organized or already in existence, 
makes use of land and buildings, hires labor of various degrees of 
skill and maintains a fund of liquid capital (money) in order to 
conduct its operations. Factors of production are brought together 
in some disciplined manner for the purpose of producing a com¬ 
modity or service. Hut these factors do not of themselves voluntarily 
join together. They must be organized into an efficient productive 
unit by an individual or group of individuals whose perspective of 
tin* results includes their expectations of success. Contracts are 
entered into with owners of capital goods and money for their use. 
with labor for its services, and with other firms for a supply of 
materials All these persons are assured of an income of a contractual 
nature. What of the individual or group which assumes the respon¬ 
sibility for pu\ment under these contracts? Ordinarily, he will be 
compensated In the profits. If there are no profits, the individuals 
who organized the business will not he compensated. If there are 
losses, these individuals, unless protected In legal limitations of 
liahilit v, must meet the contracts by payments from their own funds. 
The nature of the income of these individuals, therefore, is different 
from those who receive an income fixed by agreement, in that it is 
noncontractual. 

In a dvnamic world one would be inclined to presume that 
an income of a noncontractual nature would Ik 1 subjwt to wide 
fluctuation from one period to another. Kxhihit 5 tends to sup¬ 
port such a belief. This exhibit shows the percentage of the na¬ 
tional income paid out to the various factors of production. It will 
be noted that the percentage distributed as profit shows a much 
greater degree of instability than do the other shares. This non¬ 
contractual income is not definitely assignable to a factor of produc¬ 
tion in the same manner as are wages to lalnir and interest to capital 
but inures to the owners of the business, because for the period 
covered no factor has a legal claim upon it. 

The fact that profits are not assignable to a factor hv contract 
raises the question as to w hat specific service the entrepreneur per¬ 
forms in exchange for profit. Is it a compensation for risk bearing, 
for skill of management, or for other reasons? The answer to this 
question depends, in the first place, upon whether we are talking 
about the economist s concept of profit or the accountant's measure- 
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Exhibit 5 
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mmt of it. These matters were discussed alxive in the second place, 
the answer to the question depends on what we take to he the funda¬ 
mental causes ol profit. 

The Bwritw*smari* Interent in thi • Mature of Profit 

There are several reasons why a businessman should In* concerned 
with the causes and concepts ol profit lie may wish to know 
whether the* investment in a paiticulai husmess is more or less 
profitable tlum in another oi whether his talents as an entrepreneur 
may lie letter employed elsewhere. The distinction l>etwecn busi¬ 
ness profits and economic profits will aid him in reaching a decision. 

Another reason for awareness of the distinction is in order to sepa¬ 
rate* profits from remuneration of the factors of production. This is 
important when contracts with the factors must be renegotiated. 
After allowances have liven made for payment of all factors, both 
on a contract and on an imputed basis, it a balance remains as 
economic profits, the factors under contract may that some of 
this surplus should accrue to them, hut they are unable to make; 
any claims against it until their contracts expire. \Mien this hap- 
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pens, the presence of a surplus from past operations plus expecta¬ 
tions of a surplus from future operations raises the problem of how 
this surplus is to lx* divided among the factors used in the business. 
Attempts to solve this problem introduce the question of tin* origin 
of the surplus. Does it arise because of the use ot a factor with a 
particular skill or element of innntipnk ? because of conditions of 
operation within the fum. or from circumstances besond the (con¬ 
trol of the entrepreneur as well as of tin* factors employed? The 
establishment of the origin of this economic surplus affects the 
bargaining |>ower of a factor in its claims for incorporating a share* 
of this surplus into a new contract, 

Perhaps the most important reason for being aware of the origin 
of economic surplus is, to protect and improve the net earnings 
of the business. A film, for example, max be renting a choice 
location in which to earn on its activities If the entrepreneur 
is convinced that the location is responsible for the high vol¬ 
ume of sales which icsults in substantial net earnings, he rnav 
attempt to acquire ownership of the property so that his future 
earnings will not be jeopardized either bv liaving to pay a higher 
rental at the time of signing a new lease contract or bv failure to 
renew at all. If be is unable to acquire ownership, he may. de¬ 
pending upon his expectations of the future, attempt to secure a 
long-term lease at current rental This would insure that any in¬ 
crement in his business profits would inure to him rather than to 
another individual or firm. To the extent that the current rental 
exceeds maintenance costs of the property tin* business profits of 
the firm would be increased bv acquisition of ownership. Another 
case is that of a firm which rnav increase its business piofits bv either 
horizontal or vertical integration A competing firm may have an 
excellent distribution system but some weaknesses in production. 
The first firm rnav have just the opposite situation. If the first firm 
attributes the high earnings of the conqietitoi to its superior market¬ 
ing and distribution facilities, a merger or an acquisition rnav l>e 
desirable which would incorporate the complementary skills of the 
two firms and thus result in higher profits for !>oth firms. Tins would 
be a horizontal integration. By such an integration one firm acquires 
the facilities of another for the purpose of greater profits. An 
illustration of vertical integration is the acquisition bv several large 
steel users of steed mills in the period following the close of the 
recent war. Several firms, such as the Studebaker Motor Company 
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and the Kaiser-Frazer Motor Corporation. purchased steel process¬ 
ing and fabricating mills. These purchases were made at a tune 
when steel was in short supply, and the supplying firms were pur¬ 
chased in order to insure continuous operations, which are necessary 
to maintain profits iri such large-scale operations. This meant that 
die companies had first claim to the production of the steel mills 
and would not have to compete with other buyers of steel if the 
mills remained under independent ownership. The rise in prices for 
steel would have diminished the profits of the automobile firms, 
whereas the purchase of the steel mills protect**! them lx>th from 
price rises became of demand conditions and discontinuity of sup¬ 
ply, which would impede smooth operations and thus adversely 
affect profits. Many of the railroads of the nation improved their 
long-run profit position during this same period. As a result of 
greatlv increased operations due to wartime traffic, their profits 
increased substantially. Bather than distribute these profits in the 
form of dividends to stockholders, much id it was retained and 
applied toward the redemption of outstanding mortgage and de¬ 
benture I winds, which, in turn, reduced tire fixed charges of the com¬ 
panies. In other words, Imrrowcd capital was replaced b\ owned 
capital, so that with tire same volume* of traffic the business profits 
of the railroads were greater. As rail traffic declined in volume after 
the war, the roads were able to show a better profit statement be¬ 
cause payments for interest on capital no longer were made outside 
the railroad firm. 

In the respective illustrations, while it is unlikely that the manage¬ 
ments discussed these policies in terms of economic and business 
profits, it is apparent that thev wen* aware of the distinction be¬ 
tween the two concepts. By means of property rights they di¬ 
verted payments to factors outside the firm to payments to factors 
within the firm and increased their business profits. These profits 
include imputed payments to these factors, but sine** they are now 
owned b\ the firm, it is not necessary to make a distinction from the 
accounting viewpoint 

tuforifs or profit 

Although it is difficult, if not impassible, to establish precisely 
the origin of economic profits, the businessman is, nevertheless, 
forced to reach some conclusion in order to make sound decisions 
affecting his firm. He must decide whether his profits arise from one 
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source or another or a combination of sources. In the latter case he 
is faced with the additional problem of allocating some weight to 
each of the composite causes. Several theories of the cause of profit 
have lieen advanced. There will be discussed briefly below the 
theories of risk Injuring. compensation for management, monopoly 
profits, windfall profits, and innovation profits. This list is by no 
means exhaustive but represents some of the more generally ac¬ 
cepted theories of profit. 

Profit as Compensation for Risk Bearing 

This argument is frequently advanced by the entrepreneur and 
follows a familiar line of reasoning. The entrepreneur undertakes to 
organize the factors of production and, in so doing, assumes the risk 
of success or failure of the firm, neither of which is predictable in 
the initial phase of organization He has a choice of accepting or 
avoiding this risk and, if successful, so the argument runs, is entitled 
to unv surplus accruing after he has met all contractual obligations. 
This surplus is his reward f or assuming risk and managing it success- 
Fullv. He substantiates his claim further bv pointing out that, if he is 
not successful in managing the risk, he alone must bear all the losses, 
while the factors under contract are compensated regardless of the 
outcome of the venture. This theory was developed by the earlier 
modern economists and perhaps had its roots in the system of priv ate 
property and the form of enterprise which had grown tip at the time 
of its development. It appears to have been developed at a time 
when a large number of new ventures were being undertaken and 
when many risks which were not then insurable or avoidable were 
lurking in the clouds on tire business horizon. The initial risks in a 
commercial venture were* very great and, for that matter, are still 
sizable today, although a nurnlrer of risks are now insurable and 
shiftable, leaving uncertainty about tin* future as perhaps the great¬ 
est risk. Marry risks are now selective and can he avoided by the 
businessman if he takes advantage of specialized institutions which 
exist for the purpose of assuming risk. One writer classifies as risks 
those unknowns which can be av oided by insurance of various kinds, 
w hile the unpredictable elements which cannot be avoided are classi¬ 
fied as uncertainties.* The risk-bearing theory denies any share of an 
economic surplus to factors other than the entrepreneur. It is more a 

8 Frank H. Knight* HUk t Uncertainty, arul Profit i Boston: Houghton Mifflin Co., 
192!), chap, iv 
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theory of the distribution of profits than of their origin. It assumes 
that profits arm* because of the assumption of risks and, since the 
factors of production by contract have foregone the assumption of 
risk, the surplus belongs to the risk bearers. 

Profit a$ Compentathn for Management 

This theory, while somewhat similar to that of risk bearing, differs 
in that emphasis is placed upon the management of risks and co¬ 
ordination and direction of the factors of production rather than on 
mere risk bearing. The efforts expended in decision making, such as 
the hiring of factors, selection ul risks, selling policies, and forecasting 
the future, are a function of management, and profits are the re¬ 
wards for successfully performing these functions. This theorv im¬ 
plies that all profits are the results of successful management of a 
firm and denies the existence of profits for other reasons. According 
to this argument, the entrepreneur not only assumes the risk of suc ¬ 
cess or failure of the enterprise but, once having made Ins invest¬ 
ment therein, engages in active management of its affairs. W ithout 
this activity of management, there would be no enterprise and lienee 
no profits. The factors of production would not be employed and 
would have no income. It is because the entrepreneur hires these 
factors and direc ts them in their activ ities that then' accrues an ex¬ 
cess of receipts over expenditures. This excess is the share of the 
entrepreneur for his function of management. To maintain the logic 
of this theory, it should !*• pointed out that the* existence of losses 
arc the results of unsuccessful management on the part of the entre¬ 
preneur, This is to xav that there is a penalty for failure to perforin 
the functions of management successfully. 

Perhaps this theory, too. was developed before the corporate form 
of organization came into such widespread use*. The theory dc[H*nds 
to a large extent upon the identity of owner and manager. But, even 
in the corporate organization of business today, the idea of profits 
tts a reward for successful management is not discarded. Where 
ownership and management are separated, the argument is fre¬ 
quently advanced that management should have a share of the prof¬ 
its l*ecause the executive officers are responsible for the existence of 
these* profits because of their unusual talents and efforts m Ixdialf 
of the business. In this instance the theory begins to fake on some of 
the as|KH'ts of a theory of distribution of profits as well as of their 
origin The establishment of profit-sharing plans for executives is a 
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recognition of the part that management plays in earning profits for 
the business. It is an incentive plan to spur management to greater 
efforts to show larger profits from their activities and bring a larger 
return to l»oth owners and managers. The theory places a premium 
ufKW managerial ability. 

While many arguments can lx* advanced to support this theory, it 
has some limitations. The greatest objection is that it treats manage* 
rnent as a specific function to be performed which places it in the 
same category as the other factors of production. Management must 
occ ur in am firm whether there are profits or not. An entrepreneur 
mav follow the most generally accepted sound principles of manage* 
merit and vet show a loss at the end of the accounting period. In this 
ease, although the services of management have Ixvn performed, no 
compensation is forthcoming. U is assumed that, whatever happens 
m economic life, it is within the ability of management either to 
control it or ahvavs to make the correc t adjustments within the firm 
so as to avoid loss. There is little doubt that the success of many 
firms is due to an alert and energetic management, but the claim 
that all economic surplus is due to the function of management is 
not mmersalk accepted. 

Monopoly Profits 

This theniv is an attempt to explain the existence of economic 
profits on the grounds that there is some element of monopoly 
inherent in the organization of the* firm itself or as a result of a 
factor owned bv the firm. This element may appear in several 
forms, such as location, patent rights, franchises, product differ¬ 
entiation. property rights, and cartel agreements. It max' equally 
well ladling to a factor not owned by the firm but under contract 
to the firm at a price less than its real contribution to the firm. 
In such u case the factor vs ill enhance its bargaining power for a 
higher price when a new contract is made if it can prove that its 
element of monopoly is responsible for the appearance of the 
economic surplus. This is another instance in which the origin of 
profits is closely allied to their distribution. If. for example, a firm 
rents a building whose fixation value increases during the lifetime 
of its lease, the owner of the building, upon the making of a new 
lease, will lx* in a position to demand a higher rental fee than he 
enjoyed in the past. In the meantime the surplus accruing to the firm 
liecause of the fixation factor lxdongs to the firm as a property right 
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and is considered a business profit of the firm, but the owner of the 
budding will take away those profits, upon the negotiation of a new 
lease, to the extent that he is able to demonstrate that the surplus 
arose because of locational monopoly. The future profits of the firm 
will be diminished hv the increase in the rental fee. Where the factor 
belongs to the firm, the surplus accrues to the firm so long as the 
monopoly dement is present, and the firm will show a surplus in ac¬ 
cordance with the degree of monopoly, The same reasoning applies 
to patent rights or franchises. In the ease* of the latter, the taxing au¬ 
thorities may capitalize upon the monopoly elements of the fran¬ 
chise. when the date arrives for its renewal, by increasing the 
franchise tax. 

It should Ih» emphasized that monopoly is not permanent and that 
some* judgment on the part ot the businessman is required. Loca¬ 
tional motiojK)!) may disapjiear as the trading center of a com* 
munitv shifts. If such a shift occurs, the entrepreneur should 
carefully consider the purchase of laud and building because of its 
strategic location If he anticipates that its locational monopoly may 
lx* seriously diminished within the forsceable future, lie* would do 
well to attempt to obtain a lease during the period when its location 
value will be greatest and avoid the liability of a useless locution, An 
element of monopoly may appear l>eeause of political or personal 
favor with the executive of a customer firm. Before long-term com¬ 
mitments are made, these factors should be analyzed On the other 
hand, there may exist a situation in which the entrepreneur is the 
larger purchaser of a certain product or service which is operating 
under monopolistic conditions. If he is able to contract for the 
product at a price which gives the producer larger profits, he may 
consider the acquisition of the supplier in order to increase the profits 
of his own firm. 

Windfall Profits 

WIten economic profits arise from some source external to the op¬ 
erations of the firm, they may !>e considered “windfall" gains. The 
sudden removal of a competitor by a tornado may bring about an 
increase in sales and hence a higher profit until such time as the com¬ 
petitor is able to re-establish himself. The unexpected discovery of 
petroleum in an isolated community increases demaud for the prod¬ 
ucts and services of local businessmen. The outbreak of World War 
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II brought sharp rises in demand for many firms and resulted in an 
economic surplus for them, Such gains are caused by conditions over 
which the businessman has no control and can be attributed to no 
factor of production, including management. 

Other windfall gains are less clear as to their origin, as, for ex* 
ample, appreciation in the value of inventory during periods of rising 
prices. Such gains may well ln k the result of accurate* forecasting on 
I tie part of management. The distribution of these gains among the 
fac tors of production raises very difficult problems. In the case of ap¬ 
preciation of inventory, management mav claim a share on the 
grounds that it was its foresight which enabled the company to make 
such gains. This is to sav, management assumed the risk of further 
price rises and, having successfully managed the risk, feels it is en¬ 
titled to any surplus which may occur. In the case of a corporation in 
which management ami ownership are separated, this argument ap¬ 
pears to be a ' one was street,’* because few managements are willing 
to accept financial penalties when risks are unsuccessfully handled. 
The tendency in this case is to shift the loss (negative windfall 
profit) to the stockholders. 

Innovation Profit* 

The innovation theory is concerned with the passage of time” and 
the changes which occur over time. Perhaps the most w idely known 
statement of the theory is that of Professor Schumpeter, who at¬ 
tributes economic profits to innovations by businessmen.* 

The innovation theory can In* deserilwd as follows; A firm intro¬ 
duces a new product or a new idea, which results in yielding an 
existing product at a lower cost, or differentiates its product, which 
results in a wider acceptance by consumers, or promotes various 
combinations of these ideas, which give the firm an advantage over 
its competitor*. As a result, the firm enjoys an economic surplus from 
this advantage. Eventually, either new firms are attracted to the field 
by the profits of the successful firm, or competitors produce close 
substitutes and thus reduce the sales of the innovator. Or com¬ 
petitors may adopt tin* cost-reduction methods of the innovating 
firm, and the latter thereby loses its te?n[>orary advantage. This move 
injures the profit position of the innovating firm. All this requires the 

1 Jrwph s. Schumpeter, The Theory of Enuhtmk Deudopmrnt (Cambridge, 
Mass. Harvard Umvmitv Prt'M, IWMl, chap v. 



18 BUSINESS ECONOMICS 

passage of time, but, when the adjustment has worked itself out, the 
advantageous position of the innovating firm has been lost and its 
economic surplus has disappeared. As the number of firms adopting 
the innovation or a sufficiently close* substitute (an innovation on the 
part of a competitor) increases, the profits of all firms tend to decline. 
Some students of profit theory have labeled this the "friction” theory 
of profits, meaning that time tends to wear down the* economic 
profits of the firm which first produced tin* innovation. 

Such a theory implies the freedom of new firms to enter the field 
without restriction other than that imposed by time?—a lag during 
which the profits of innovation can be received. So long as such a 
condition exists and all jwtential competitors possess complete 
knowledge of events in the* business world, no firm can show* eco¬ 
nomic profits indefinitely. As soon as the time lags have been ac- 
eounted for, the economic profits of all firms in the industry will 
disappear. 

From the practical standpoint, however, there are mam ob¬ 
stacles to the entrance of new firms, such as capital requirements, 
legal monopoly, control of resources by the innovating linn, and 
ignorance of the level of profits in the new* field. So long as any of 
these restraints are effective in preventing the entrance of competi¬ 
tors, the innovating firm will show an economic suqdus, assuming 
that the demand for the innovation remains the same. As an example, 
consider the case of a hukerv firm w hich has a long-term tease for 
the use of space in a large railway terminal, the focal point of com¬ 
muting trains. The lease contract contains a provision that the own¬ 
ers of the terminal will not lease space to a competing hukerv firm. 
Noting, however, that many sides were lost because of the* inability 
of clerks to serve customers in the space provided, the manager had 
purchased equipment for self-service and arranged his space so that 
there was a continuous line moving through the store. The result 
was lower costs and increased sales, which resulted in a higher profit. 
Since no new* firm is able to enter the competitive area of the railway 
terminal, the economic profits of this firm will not f>e worn down 
with the passage of time, burring a change of tastes on the pail of 
consumers, In a sense this may also l>e thought of as a monopoly 
profit, since the bakery firm has a monopoly of location and is able 
to protect this monojioly, tfiat is, prevent competitors from entering 
the field by reason of its favorable lease contract. The distinction 
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between the innovation and monopoly theories of profit is not always 
clear. In fact, the various theories of profit are not always mutually 
exclusive when applied to specific eases. 

THE DISTRIBUTIQS OF PROFITS 

The Individual Entrepreneur and the Business Firm 

Iri the case of the individual proprietorship the term “entrepre¬ 
neur'* applies to the individual who organizes the factors of produc¬ 
tion and directs their activities. Ordinarily, he supplies the capital 
funds and .some, or all. of the capital equipment used in the business, 
lie performs the functions of risk bearing, management and control 
of the internal affairs of the firm. I'nder the institution of private 
projxTtv lie is entitled to any surplus inuring to the business after 
all contractual payments have been met. The distribution of the 
total receipts of the firm poses no problem for the entrepreneur dur¬ 
ing the life of bis contracts with the various factors of production 
employed by hitu. but at the* expiration of these contracts he at¬ 
tempts, in so far as he is able, to protect his share of the total receipts 
in making his contracts for the future. The factors with whom he is 
negotiating may seek a larger share of the (inn's receipts and, if the 
entrepreneur is unable to pass on their demands in the form of 
higher prices for his products, he must consider whether he will 1 m» 
satisfied with a smaller share. It is at this point that he will consider 
whether the smaller share will compensate him for the assumption 
of risk, duties of management, etc. He may be able to convince the 
factors that they are not entitled to a larger share and thus defend 
his own share. The factors, on the other hand, mav find their bar¬ 
gaining power enhanced or diminished, according to the source of 
the profits.* Once these contracts are made, there is no further prob¬ 
lem of the distribution of the profits among the entrepreneur and the 
factors of production until the next period of negotiation. So far as 
the entrepreneurial share of the profits is concerned, there is no prob¬ 
lem of the distribution of this share among the \arious components 
of entrepreneurship under the individual proprietorship. Manage¬ 
ment and ownership are identical. 

* This i* rM tf> imply that the bargaining power of fat ton is hater! tolely upon the 
origin ijf profits. Onptrtunitv tml. cmh of production. *jm) thr degror of monopoly 
the of such prm-rr. 
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The Coronate Enterprise 

The bulk of imxltfrn business is transacted by corporations, and, 
of this total t the larger share is transacted by corporations with ab¬ 
sentee ownership. It is necessary, therefore, to examine the problem 
of profit distribution under these conditions. 

VVe are not concerned here with a detailed discussion of the cor¬ 
porate form of organization but merely with some differences be- 
tweeu that form of organization and the individual proprietorships 
In the latter case the individual proprietor is l>oth owner and man¬ 
ager of the firm, and, a* such, he jrerfonm all the entrepre neurial 
functions connected with the business. Under the corporate form, 
however, when the personal identity of the management and that of 
the owners are different, serious problems of profit distribution arise. 
A cl lief purpose of the individual proprietor is to establish a claim 
to the economic surplus incident to the. operation of the business. 
This is important in the matter of recoutract with the factors of 
production. Once he lias established this claim to the satisfaction of 
all factors, he has no problem of distribution, since he is both owner 
and manager and can !>e clearly defined as the entrepreneur of the 
firm. The definition of the entrepreneur is not so clear in the case of 
a corporation, where managers and owners are not the same persons. 
There is a division of the entrepreneurial functions. The question 
then arises. How are profits to l>e divided between tin* entrepre¬ 
neurial parties? 

The answer to this question will vary with each individual case. 
(Generally speaking, however, the answer will rest upon two basic 
considerations: first, the theory of the source of the profit and, sec- 
find, the division of the entrepreneurial function. The first has been 
discussed alwve. Management may claim a lion s share of the sur¬ 
plus, arguing that profits are compensation for successful manage¬ 
ment, while the stockholders (owners) may likewise* demand the 
larger share as compensation for risk (tearing. In the case of windfall 
profits, stockholders may feel that such profits should be paid out in 
div idends and not shared with management, since they are not the 
result of management's efforts. Or the surplus may l»e the result of 
ownership of a patent right, which the stockholders might argue bo- 
longs to them and not to management Such arguments as these are 
based upon profit theories. 

r< live’ iVAtfturoiiip v* v'lnjitUO ww of irUm* itnmi|x*rta(ic , £ a\ a form of 
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The second consideration—the division of the entrepreneurial 
function—is an attempt to devise a formula for compensating the 
two groups on the basis of the service performed by each in Ixdudf 
of the corporation. It is a theory of the distribution of profit between 
the components of the entrepreneurial factor. It does not necessarily 
rely upon any particular theory of profit but leans heavily upon the 
concept of profit as a compensation for a service performed, whether 
it be management, risk Ivearing, or l>oth. In a sense it encompasses 
all the theories of profit. Monopoly profits may be* thought of as the 
result of an alert management s building up or acquiring the mo 
nopolv factor and the shrewdness and foresight of the stockholders 
in investing their funds in such an operation. Innovation profits are 
the result of management s willingness to risk its reputation and 
stockholders* willingness to forego dividends or to advance funds to 
finance the innovation In any and all cases the two groups are per¬ 
forming some function for which they are compensated by the profits 
which arise*. 

The problem becomes one of establishing some criteria for execu¬ 
tive compensation, and, once this is done, the balance of the profits 
inure to the owners in the form either of dividends or of retained 
earnings. There is no established la!>or market in which executives 
may lx? hired* in the sense that a firm can, for example, hire an elec¬ 
trician whose wage is the going rate or some previously determined 
union rate. When a firm is hiring a new executive, the element of 
opportunity cost probably enters the bargaining. An executive al¬ 
ready employed or one who has just recently severed a connection 
has a fairly good idea of the value of his services when approached 
bv a firm wishing to hire his services. But in any particular case the 
prospective executive may or may not wish to be hired for a salary 
alone but may prefer to Ik* compensated partially on the basis of 
profits. He may expect to make some contribution toward increasing 
the profits of the firm and hence may wish to be compensated other 
than by a fixed salary. In other words, the prospective executive is 
willing to assume some risk, although it is a different kind of risk 
frorn that assumed by the stockholder Where such profit-sharing 
plans exist, it is not possible to establish a market price for such 
executive services. 

There is another problem w hich arises in this instance. The cri¬ 
terion of an executive's past earnings as opportunity cost is not al¬ 
ways valid, since it depends on w hether he was compensated by a 
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board of directors from whom he was entirely independent or 
whether he participated in the determination of his own salary. One 
writer on the subjec t has stated; “Perhaps more important is tin? fact 
that only in a restricted sense can a market for executive ability he 1 
said to exist at all. Buyers and sellers are not independent. The chief 
executive* is in a sense bis own employer, within limits he frequently 
sets his own compensation.”' In a corporation in which the manage¬ 
ment has control, this argument is not without merit. It has some 
weaknesses, however, where such managerial control is absent. 

In a corporation in which there has l»cen considerable growth and 
increasing profits, the criterion of executive compensation becomes 
rather nebulous. Management has made some contribution to this 
growth, no doubt; but bow should their compensation be increased? 
Opportunity tost may play a very minor role in this case An execu¬ 
tive nuiv be worth considerable to tin* firm which employs him but 
substantially less to some other firm, assuming it were possible to 
determine bow much he would Ik* worth to another. Failure to per¬ 
mit management to participate in increased profits inay cause the 
firm to stagnate or fail to make the most of its possibilities. About 
all that cran Ik* said for any given case is that the distribution of the 
profits will depend upon the distribution of the property rights of 
the firm among various interested groups and the alternatives of 
management. 

It would appear that the interests of management and sttK’k 
holders would always be in harmony, since inc reasing profits of the 
corporation benefits Imth groups. This is true so long as a division of 
the profits between the two groups can Ik* reached upon a satisfac¬ 
tory' basis But after the problem of compensation for management 
has been disposed of. other differences may arise between manage¬ 
ment am! stockholders. Perhaps one of the more imjrnrtant is the 
retention of profits to finance further expansion, research, and other 
activities. Stockholders receive their compensation in the form of 
dividends, but. if management, through its control of the corpora¬ 
tion, retains a substantial portion of the profits, dividends to stock¬ 
holders are diminished. Management may also attempt to expand 
the business for reasons of power and prestige rather than profit, to 
the detriment of the owners. That is to say, ambitions of manage¬ 
ment may conflict with the maximization of profit for the firm. Again 

* R. A llordim. /.rmfiWiip m the Ijtrgr (\*rp>nntion f W.wbinf’ttm. DC . Rrwk 
mg* liisUliitiou 1‘MSV p JS7T 
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the solution to these problems is not absolute. The group with the 
greater bargaining power will profit more in any particular instance. 
When that bargaining power is modifon! bv change in the distribu¬ 
tion of stockholdings, market conditions, opportunity costs, and 
other factors, then the distribution of the profits will also l>e modi¬ 
fied. Active efforts are sometimes made to change this distribution, 
as when Mr. Robert Aming, of the Chesapeake and Ohio Railroad, 
recently purchased in* the open market sufficient shares of the New 
York Central Railroad to give him a \oiee in the management of the 
latter, Mr. Young stated that the purpose of his acquisition was to 
integrate the services of several lines in which he was interested. 
At about the same time substantial blocks of stock were purchased 
bv Mr Young in the Hock Island Railroad, and some observers be¬ 
lieved that this was an attempt to integrate the New York Central 
and Rock Island serv ices with a view to piov idmg coast to eoast pas¬ 
senger and freight service with a minimum of interruption. Regard* 
less of the motive, suc h action modified the management and con¬ 
trol of the interested groups and thus their participation in the 
policies and earnings nl the firms. 

Bonus* Plans 

Profit theories plus their part in tlu* distribution of corporate gains 
when executive compensation or emplovcc bonus plans are under 
consideration It is necessary when drawing up such plans to define, 
for purposes of distribution, what constitutes profits. As has been 
pointed out alxive. there is more than one definition of profits, hence 
the necessity for precisely defining them for the purpose of profit 
sharing. Profits Indore taxes are not the same as profits after taxes. 
The same is true with depreciation and obsolescence. There is the 
instance of a firm which was heavily indebted to a bank. In arrang¬ 
ing terms of repayment, it was agreed between the two parties that 
all payments on principal would hr subtracted before arriving at 
the final profit figure for the year. T'liis was the profit figure the firm 
agreed to use in determining the amount of bonus to lie paid to 
executives on the basis of profits. In addition to the definition of 
profit, the distribution of the profits in the form of a bonus mav lie 
based upon some theory of origin of the surplus. To whom, for ex¬ 
ample, should a windfall gain accrue? To management, stockholders, 
employees, or all three groups, shared in some arbitrary manner? 
The basis of this arbitrary division is not alwavs the dictate of one 
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of the* groups, although it may frequently he the case where one of 
the groups has sufficient bargaining power. Usually it is arrived at 
by some method of compromise. The various groups may claim a 
share on their basis of their contribution, such as innovation, monop¬ 
olistic position, opportunity cost, risk bearing, management, and 
control. Where the gain is pure windfall it is difficult for any group 
to lav claim to it because of its contribution to the existence of the 
guru. The theory of windfall profits is important, however, when one 
group appropriates such gains over a period of time to the exclusion 
of others The remaining groups may challenge the right of this 
group to such gams and call upon it to justify its claims. Occasionally 
a battle between stockholders develops over this issue. 

Redistrilmtion of Profits among Factors of Production 

The distribution of economic profits over a pcrifxl of time brings 
m again to the idea of innovation mentioned in an earlier sec tion, 
There it was pointed out that, over time, profits of the firm tend to 
disappear with the entry of new firms into the field. But they may 
also disappear for other reasons. Suppose a firm employs a factor 
which enjovs a high degree of monopoly because of patent agree¬ 
ments. At the time of initial employment the factor entered into 
a contract with the firm for its services at an agreed price for a 
period of, say, lour years. Because of the use of this patent right, the 
firm was able to innovate in its field and accumulate economic prof¬ 
its. At the end of the four-year period, renegotiation of contract 
price was begun with the factor, but the factor now demands a 
higher price, claiming that the economic surplus of the* firm was due 
to its patent monopoly' elements. The factor mav threaten to with¬ 
draw its services unless its price is met. and. when the higher price 
is agreed upon, the firm will now show a smaller economic surplus, 
assuming all other conditions have remained the same, The disap¬ 
pearance of its profits has come not from new firms entering into 
competition but Irecunsc of a redistribution of the profits among the 
factors employed. Part of the amount which once appeared on the 
profit and loss statement as a profit now appears on the same state¬ 
ment as a factor cost. Had this factor lielonged to the firm, the eco¬ 
nomic profit would not have disappeared, and the distribution of the 
surplus accruing from its use would be determined upon some other 
basis and distributed to other factors. This disappearance of the prof¬ 
its of the firm mav be caused bv the success of anv of the factors in 
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establishing their claims to the surplus. The owners of the railway 
terminal referred to in an earlier section maw at the end of the lease 
period, demand a higher rental from the bakery firm in the new 
lease, which, if successful, will reduce the economic profit accruing 
to the bakery. During the life of the lease the surplus belonged to 
the bakery by agreement and appeared as n profit in the profit and 
loss statement of the firm. At the time of renegotiation, if the owners 
of the railway terminal expect that the future income of the bakery 
in that location will be as great as in the past, they may demand an 
annual increase over their old lease rate which would equal the ex* 
peeled economic surplus for the bakers firm for any one year. Prac¬ 
tically speaking, the owners of the railway terminal may not know 
or be able to learn the amount of tins economic profit, so that the 
amount thev can actually secure* as an increase will fall somewhere 
U’iow the full amount. 

The same reasoning may be applied to organized labor. In slightly 
more than a decade labor has risen from an unorganized group of 
competing workers to a well-disciplined body acting in a concerted 
manner. In a firm miploving organized labor the union exerts some 
element of nionopnls oxer the supply of labor for that particular firm. 
Since employment contracts are usually made on an annua! basis, 
the union, at the expiration of its contract, will frequently seek n 
larger share of the firm's total revenue b\ claiming a share of the 
profits. To the extent that the union is successful in doing so (by re¬ 
fusing to perform further sen fie until its demands have been met), 
the firm finds its economic surplus reduced. This assumes that the* 
firm is unable to pass along the increased wage costs. The increased 
cost max* In* passed on to consumers of the product if the conditions 
of demand are such as to warrant a higher unit price. There is also 
the possibility of decreased unit mst which might accompany an 
expanded volume of operations, but this, too, can Ik- accomplished 
only if the firm is able to market the increased quantity, The union s 
chum to a larger share of the surplus may or may not be based upon 
increased productivity. It rnav well claim a portion of a windfall 
gain in such a manner, depending upon the strength of its own 
monopoly of labor supply for this particular firm. Frequently a 
union, in support of its claim for higher wages, points to the profits 
of the firm as an indication of its ability to pay higher wages. 

This line of reasoning may !h v applied to any of the factors em¬ 
ployed by the firm. The success of their negotiations for a share erf 
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the economic surplus depends upon the acceptance of their claims. 
While no formula can he devised which will insure an equitable 
distribution of the economic profits of a firm to all the factors at all 
times, it is ijH[M>rtant that the businessman have sufficient knowledge 
of the origin of these profits, if) so far as he is able, to guide him in 
his judgments of the claims the various factors may make upon him. 

(<»vru sntx 

From the foregoing discussion it is apparent that the origin of 
profits is not of a single nature. Several of the theories are ineom- 
plete, in that tliev do not satisfactorily explain the existence of 
economic surplus but tend to emphasize the accrual of profits for 
some particular reason. The theorv of windfall profits, for example, 
would hardlv lie an adequate explanation for profits which arise from 
exclusive control of a factor of production. Wc would lie on more 
logical ground if we accepted each theorv as contributing something 
to our general understanding of the origin and distribution of prof¬ 
its From the businessmans point of view it is useful to understand 
the conditions which cause profits to originate in eat h of the theories, 
in order that hr may, in so far as he is able within the framework of 
law and ethic s bring about such conditions in order to receive prof- 
its. Also, if he is familiar with the various theories, he will be better 
able to recognize when conditions necessaiv to their fulfillment are 
present and thus take advantage. Furthermore, when profits do 
arise, some of these theories tnav be useful in effecting a satisfactory 
distribution til such profits among the factors which produced them. 
When profits disappear, an examination ol these theories mav assist 
in determining what economic changes have occurred which af¬ 
fected profits For example, a firm which has enjoyed a virtual rno- 
hojhiIn of the supply of a raw material and has enjoved monopoly 
profits mas observe that its profits are declining. An examination 
mav disclose that a substitute (innovation * has been developed for 
this particular material which is destroying the monopolistic position 
of the firm, In this instance the theory of monopoly and innovation 
profits are concerned, not just one of them alone It is extremely 
doubtful if any one theorv would ever suffice under any ami all 
conditions 

SUGGESTED HEADINGS 

Hchn.v .V E. Ncjvjl, A. (and \V \rsov D S. Modem Economics* 

chap, xxi New York. Ifarccurt, Brace 6f Co., 1VM8, Elementary text. 



PROFIT 27 

Excellent numerical illustration of difference bftwwn “accounting" and 
"economic” profit. 

Faihciixld, F. R.; Fvnsm, E S.; and Ri ck. S, Elrmcntary Economics, 
Vol. II. chap. xxxn. 5th ed. New York Macmillan C o.. 194S. Ele¬ 
mentary text Elementary definition of profit and brief review of profit 
theories, 

Feilnek, W., and Haley. B. F. (editors). Readings in the Theory of 
Income Distribuium. chaps, xwii, xwiit, wix. xx.\. Philadelphia. 
Blakiston Co., 1946. These chapters art 4 reprints of articles on profit 
apj>eanng m various professional journals. Chapter xwu is a treatment 
of risk hearing, Chapter wviii is a mathematical treatment of proha- 
hihty in profit theorv Recommended only for advanced students. 
Chapter x\i\ is an attempt to slum the theoretical complexities involved 
in imputing profit to entrepreneurship Chapter vxx is a study of cor¬ 
porate earnings on invested capital 

Chm kin. C. K. Enterprise in a Tree Society, chaps, v, vii. Chicago. 
Richard D. Irwm. Inc 1949. Chapter \ h an excellent discussion ol 
the noneconomic motives of Businessmen. Chapter vii is a discussion 
ol the theorv of profit as a reward for risk taking and an excellent div 
uisMOM ot the idea of profit as a differential income 
Cokuon, R. A. Leadership in the Jjtrge ('orporntion, chap. xii. Wash¬ 
ing, ]JC : Brookings Institution. IB-15 \n exploration of the theory of 
executive compensation Case studies are examined m the light of the 
classical theorv of compensation of resources. 

Kmi.hi. F, H Risk, I ncertointy, and Profit, thap. wvii. Boston: 
Houghton, Miflhn Co. 1921. One* of the earlier forma! treatments of 
profit theorv. Recommended for current reading. 

Meyers, A. L. Elements of Stotbm Economies, chap. xi\. New M)rk: 
Prentice- Hall. 1 nc.\, 19 IS One of the most lucid i lemeutarv treatments 
of several theories of profit 

Twins. R. Monopolistic ('ompetttum and Cent ral Etpiilihrium Theory , 
chap. v. Cambridge. Mass . Harvard I’lmersilv Press 1911 An ex¬ 
cellent review of profit as a dvnainiv income with an excellent conclu¬ 
sion on profit as an institutional income. 

Weston, J. ITifjc ‘ Enterprise and Profit.” Journal of Ihisincss, July, 1949. 
An artic le dealing with profit as a compensation for entrepreneurial 
ability in the large corporation 

Caw M ASDERSOVS SERVICE STATIOX 

Karlv in 1939. Mr. Anderson decided to build a small retail gas 
station on a highway which had been routed through his proper tv. 
This new highway, known as l*.S. No. 45. crossed State Highway 
No. S3 near Mr. Anderson's home, which was located on the out¬ 
skirts of the small village of Diamond Lake. This intersection was 



28 BUSINESS ECONOMICS 

in a region locally described as the gateway to the lake region of 
Illinois and Wisconsin. 

Mr. Anderson talievrd that he would attract business from three 
groups of patrons. First, there were the permanent residents of the 
village, al>oiit six hundred in nurnlw. Through personal friendship 
Mr Anderson believed he would attract a .substantia! number of 
these people who, in the past, had l**en served by three small sta¬ 
tions located in the village. Second, there were city dwellers who 
commuted l>etwcen Chicago and their cottages on the northern lakes 
during tin* summer months. Third, there were the tourists using U S. 
Highwa\ No. 15, which rail between Northern Wisconsin and New 
Orleans, Louisiana. 

A building was erected at the intersection of these two highways. 
The Texas Company, whose products Mr Anderson had contracted 
to sell, piovided and installed the equipment needed to operate tlie 
station, This equipment remained the properly of the Texas Com¬ 
pany. and no special charges were made for its use The building 
cost 9‘LMK) and was expected to last twenty years. Tin* cost of the 
equipment was $1,020, with an exacted life of fifteen years. In ad¬ 
dition to installation, the Texas Company agreed to maintain the 
equipment. While the building wax under construction. Mr, Ander¬ 
son received an offer to rent the completed structure for a five-year 
period at S75 per month. This offer he rejected, and when the gas 
station was opened for business in June. 1939. Mr. Anderson resigned 
his position as a state highway foreman at a salary of SI75 per 
month. 

F.arlv in 1941, Mr. Anderson learned that he would have to move 
to another climate because of Ins wife's health. He placed his service 
station on the market for sale. A friend became interested in pur¬ 
chasing tin* station as a going business, and. in arriving at a purchase 
price. Mr. Anderson presented the profit and loss statement shown 
in Exhibit L He punted out to the prospective purchaser that in his 
accounting records he had made no charge for rent or wages because? 
he owned the building and performed all the work connected with 
the o|**ration of the station. At the time the station was constructed 
Mr. Anderson had borrowed $1,500 partially to finance the building. 
Of this amount he had repaid $500, hut this had not been charged to 
the operation of the station. He had made the payments from the 
profits he withdrew. "Hie interest payments, at 6 per cent, however, 
he had charged to the business. The balance of $2,300 was obtained 
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by cashing government bonds owned by Mr. Anderson, bearing 
interest at 3 per cent. 

Q\ IlSTIONS 

1. Wa> Mr. Anderson's business a profit Able one? Was it worth bis while 
to give up his highway job to enter his own business? 

2. The prospective purchaser was earning $150 per month at the time he 
considered the oiler to sell. Would it lx* advisable for him to purchase? 

i Are any adjustments necessary to show' the correct “business profits"'? 

Case 1-2: CHARLES F, DARRELL AS I) SPSS 

For many years the firm of Charles F. Darrell and Sons had lx*en 
engaged in the wholesale distribution of butter, eggs, and poultry in 
Chicago, Illinois. Although the firm had only a few' employees and 
a relatively small amount of fixed capital, its total volume of business 
exceeded $4,000,000 annually. The bulk of its operations was iri but* 
ter and eggs, poultry constituted only a small part of the business. 
The firm was founded by Charles F. Darrell during the latter part 
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of the nineteenth century and had been managed by John Darrell, 
a son. since 1920, 

Since both butter and eggs were seasonal in production, the firm 
always had purchased heavily of these two items during peak pro¬ 
duction periods and placed them in cold storage to he drawn out as 
needed in off-peak seasons. For this purpose the firm had for many 
years used the facilities of the Ace Warehouse and (add Storage 
Company, a lx aided warehouse. As shown in Exhibit 1. the produc¬ 
tion of butter and eggs tended to rise about the first ol April and to 
exceed the amount consumed throughout the spring and early sum¬ 
mer In August and September production tended to level out and 
decline until it came into balance with current consumption. During 
the remainder of the \ear consumption ordinarily exceeded produc¬ 
tion, and butter and eggs in cold storage were withdrawn to meet 
the excess <»t consumption over production. This practice of storage 
and withdrawal tended to insure a steady How ol butter and eggs to 
consumers throughout the \car and to some extent leveled out the 
fluctuation in prices which would otherwise haxe occurred. 

Fggs were puichased bv the firm from country suppliers, local 
egg buyers, and local co-opera! i\ es. These contacts had been built 
up as a result of long sears of experience. Local suppliers and hovers 
accumulated their purchases until u freight car had been filled and 
then offered the entire lot tor sale to a dealer such as Darrell arid 
Sons. A carload of eggs consisted of ISO cases of 30 dozen each, a 
total of 11,400 dozen. The firm, in a year handled approximately UK) 
c arloads of eggs, most of which were purchased and placed in stor¬ 
age between April 1 and August 1. A very small amount of eggs was 
delivered in less than carload lots locally by near-by fanners. During 
jK‘riods of jH*ak production, eggs were shipped in carload lots to the 
firm w ithout a formal offer of sale Such shipments were usually ac¬ 
cepted and. if Darrell and Sons were unable to handle them, were 
easily disposed of to another dealer. Occasionally, it was necessary 
to request formal offer of sale from local buyers and co-operatives 
if the market, showed any indication of inability to absorb an un¬ 
limited quantity. When such conditions existed, the firm tended to 
refuse offers from local buyers with whom they did only occasional 
business. 

Although Darrell and Sons had been a successful and a reputable 
firm, its working capital requirements were far in excess of its avail¬ 
able cash. It was. therefore, necessary to finance the purchase of 
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egg# for storage by means of loan,# from banks. The carrying of large 
storage stocks involved the risk of price changes from the time of 
purchase until the stocks were withdrawn and sold. There was also 
the risk of deterioration of the eggs as a result of the passage of time, 
an ordinary business hazard covered by normal markups. Hanks and 
other lending agencies were reluctant to extend a gre at deal of credit 
unless the loans were secured by a hedge on the Chicago Mercantile 
Exchange It was the polies of most of these agencies to lend up to 
approximately 90 per cent of the value of the purchase at the time it 
was plat ed in storage, provided that the loan was secured In a hedge 
and the warehouse receipt Accordingly, the firm had made it a 
practice, since the eggs futures market had been organized in 19IS, 
to sell egg futures as it purchased eggs for storage iti the spring and 
early summer, provided that the futures contract price reflected all 
charges and normal markup. To finance these purchases, the firm 
borrowed at its bank In August of each sear the firm had outstand¬ 
ing loans which varied from 81 500,000 to $2,000,000, deluding 
upon the price of eggs As eggs were withdrawn from storage during 
the winter and future's contracts fulfilled, either hx delivers or bv re¬ 
purchase, the loans were repaid, so that h\ ITbmarv of each vear 
the firm had no obligations at its bank 

Exhibit 2 shows the expenses which wen* im mat'd by egg 

huvrrs and co-operatives in preparing and transporting eggs to the 
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wholesaler m Chicago as current supply or for storage. These ex¬ 
penses were in addition to the price paid to the producer for his 
eggs Thus, if the price paid to the producer was 40 cents j>er dozen, 
the cash price paid bv the wholesaler in Chicago would range from 
49 to 52 cents per dozen If the eggs were placed in storage, the cost 
of storage* insurance, repacking, etc,, would lx* approximately to % 
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cent per dozen per month of storage. It was a sort of tradition of the 
trade that the expected price of eggs at the time of withdrawal from 
storage, i,t\, the futures contract price, must he at least 3 cents per 
dozen above the prevailing cash price to break even on the purchase 
and storage of eggs. Any smaller margin was considered unprofitable 
by the trade, since eggs were in storage for approximately six months. 
While there* was still some margin between the costs of storage and 
insurance and the minimum 3-ccnt margin, the* trade did not con¬ 
sider it worth while to risk the exploitation of such a small margin. 

F.arlx in April. 19-19, the* firm Ugim to receive eggs in excess of 
demand and made preparation for storage No eggs had 1 >oti plac ed 
in storage bv them since August. 19IS. demand having been met by 
current receipts and withdrawals from storage stocks. All obligations 
had been paid at the bank when due. Sex oral hundred c ases of eggs 
were prepared and placed in storage, but no hedge was placed 
against them on the Chicago Mercantile Exchange Mr. Darrell had 
been awtiic for some time that the price of October futures was less 
than 3 cents per dozen more than the current cash price. He attribu¬ 
ted this to sex rial causes, such as possible flush production in the fall 
months, general lack of confidence in eunent lex els of commodity 
prices, and possible amendment of the government purchase pro- 
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gram winch could provide subsidies to producers instead of support 
prices, with resulting serious price declines in the market. By April 4, 
1949, the firm had placed 34 carloads of eggs in storage hut had 
not yet hedged them. This inventory required almost all the working 
capital of the firm. 'Hie hank advised Mr. Darrell that it would be 
unable to extend credit to cover purchases without a hedge. 

Exhibit 3 shows the March quotations for October egg futures on 
the Chicago Mercantile Exchange as well as the current cash price 
for eggs during the same period. 

<,>l.I'M IONS 

1 Would you ircoumicnd that Darrell and Sons hedge their egg 
purchases regardless of future prices*' Why." 

2 Should the* firm continue to huy eggs, if financing can he secured 
without hedging," What effect would this have upon the firm’s 
profits" Would you. as the oflurr of a hank lie willing to extend 
weelit to tho firm without a hedge" Whv" 

3 In view of the conditions outlined above. wfial action would von 
recommend that tlu firm taker* 

4 Air tlu re any indications as to whv the difference helween the cash 
and futures prices (oi the month of March, 19411. is insufficient to 
Kiser the costs of taming eggs in storage" 

api'Esdix \ to r vs v i~: 
nil-: \vn iu*: and ruiv itlt <>p iikix.tm; 

Anvone engaged in the business of producing, merchandising manu¬ 
facturing. or processing agricultural commodifies must earn inventories 
sufficient to support the desired level of ojvrations Because of evrr- 
d Hinging conditions of supply and demand. such commodities are subject 
to frequent and sometime* violent pi ice changes This causes the value 
of inventories <4 these commodities to van with such price changes, 
subjecting the businessman to speculative profits and losses, These price 
risks are hv far the most hazardous of all trade risks, and eotrunoditv 
handlers are anxious to minimize nr avoid them entirely whenever pov 
xihie Grain elevators. Hour nulls, distillers U ed manufacturers, lard 
renderm, pioeessors. exporters, and others similarly engaged prefer to 
forego the possibiiitv of making speculative profits m order to avoid se¬ 
vere losses and to assure normal merchandising or service profits through 
the efficient u|>eration of their businesses While some businessmen may 
speculate upon these price changes in the hope of making large profits, 
others mav feel thev are finam iaIU unable to assume such risks In fact, 
mam firms dealing in agricultural mmmiKlitics would not be able to 
enter or continue business it they had to assume all risks of price changes. 
If these risks could not lie shifted to others, capital requirements of the 
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firms in this field would necessarily In* considerably greater. Businessmen 
ran protect themselves against losses due to price fluctuations by hedging 
their purchases and sales of agricultural commodities. 

Hedging mav take place in anv highlv organized futures market. A 
futures market is one in which purchases and sales of a commodity for 
future delivery may l»e math , One may enter into a contract to buy or 
sell a certain cpiantitv of wheat to l>e delivered during the month for 
which the contract is marie. For example, in julv t contracts may In* made 
to deliver to a btiver or a seller during the month of Deeemlier. A 
futures market is composed til two groups: those who wish to hedge 
their purchases or sales, and .speculators. Those who hedge are attempt¬ 
ing to protect themselves against adverse puce ihanges, Speculators are 
those who assume the risks of price changes. Thrs anticipate that prices 
will move in their favor. Speculators must be m the market in sufficiently 
large numbers so that no one of them individually may affect the market 
price. In a well nigani/ed futures market, puces are arrived at bv opm 
ami competitive bifhling. The market will not function p-rfertlv and 
effectively if prites can b»* manipulated bv vested interests. \ speculator, 
in effect garublet that the price «piotrd today for delivery at some future 
dale will not be the same as tin cash price which actually develops in 
the month the contract matures For example, suppose that in Julv, of 
am given vear, December corn is offered in the market at Si.50 per 
bushel If the speculator believes that the (ash price of corn in December 
will be less than thK amount, he will sell corn for delivery in December 
ll h)s forecast is correct hr will then he able when his contract to deliver 
heroine* due. to purchase corn tn the cash market for. sa\, SF2V and will 
receive Vl 50 from the person who contracted to buy from him. thus 
earning a profit of 25 cents per bushel. On the other hand, if he believe* 
that the price of corn in the cash market in Decemfrer will he above 
the futures price as fpioted in Julv. he will hu\ December futures. Then 
when the contract matures, again assuming his forecast was correct, he 
will accept delivery on his contract and then sell the corn in the cash 
market at a profit Of < ourse, if his fore cast was incorrect in either case, 
he will suffer a loss on the transaction. Of importance, however, is the 
fact that there are persons in the market who are willing to undertake 
these risks of price changes. 

Futures markets provide facilities for underwriting pri<v risks While 
similar to the principle of insurance, in that the risk is spread over large 
numbers, it is not insurance m the sense that the hedge is a guarantee 
against loss. A futures market offer* jrovsibihties of minimi/mg loss from 
price changes but does not necessarily eliminate them altogether The 
risk incident to a decline in price on a terminal elevator full of grain, for 
example, is much too large for anv individual or firm to carrv without 
courting financial disaster, but through hedging in the futures market 
this large risk mav be spread over hundreds of different persons and 
firms. These smaller hazards may lx* carried by comrx*tent risk bearers 
(speculators) who are ever-present in the market ana willing to assume 
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them, or they mav be absorfxd by other Mgt*5 who desire to offset 
their own and different kinds of price risks. 

But what is a hedge? It is merely a salt* of a eommoditv for future 
delivery which is offset by the ownership or purchase of a like quantity 
of the cash iv.mmoditv (the actual physical product as distinguished 
from futures contracts). Or it is the purchase of a commodity for future 
dehverv which is offset by the sale of a like quantity of the eommoditv 
in the cash market. In a ‘ nutshell" the principle of hedging is that all 
purchases or sales of a eommoditv are offset by sales or purchases of an 
equivalent quantity of futures contracts in the same commodity. 

The hedging of a cash transaction by a transaction m tin* futures 
market is marie possible by the fail that cash priees and futures price* 
tend to move up and down together. Since most basic agricultural com¬ 
modities are harvested once each year but are consumed throughout the 
year, the difference Iretween the cash price and the futures price is 
usually nude up of costs of storage, insurance, and handling. This differ¬ 
ence Isctwecn the present arid futures price is known as the “spread.” \l 
times the spread changes as a residl of various causes, such as shifts in 
demand, changes in weather conditions, and government activity in the 
market. The spread cannot long he greater or less than the cost of carry¬ 
ing commodities from the* date of the cash transaction to the month of 
dehverv Whenever the spread deviates from tins amount, speculators 
will tend to eoirect the situation. If the spread is greater than tin? cost 
of carrying the commodity, sjwvulalors will tend to sell future s and buy 
cash or “spot” commodities This will work to reduce the price of futures 
and raise the cash price, thus lessening the amount ot the spread and 
tending to make it equal to the cost of carrying tin* commodity. If the 
spread is less than the carrying cost, the speculators will buy futures and 
sell "spot,” 

Since hedging is the taking of an iv.uth opposite position in the 
futures market to that in the cash market, a loss m one market would 
!h v offset by a profit in the other This may be illustrated as follows: 
Since the price of wheat and flour tend to move together, a miller may 
hedge his inventory- Snpjsose that on September S. a miller purchases 
tO.OOO bushels of wheat in the cash market at $1.20 j>er bushel To hedge, 
he immediately sell* 10,000 bushel* of IVcembcr futures at $1.26 per 
bushel. The difference of ft cents is (he normal carrying cost of wheat 
per bushel from September until Dceemfier. The wheat is process'd into 
flour which the miller sells on I Vceml»er 10 On that date the cash price 
of wheat is $1.23 pc*r bushel. The price of flour has moved accordingly. 
Tbc milter will receive $1.23 per bushel for die wheat he purchased in 
September. now converted into flour, a lov* of > cents }ier bushed includ¬ 
ing carrying charge*. However, he is obligates! to deliver 10,000 bushels 
to fulfill his futures contract made m Scptcrnlter. at a price of $1.26 per 
bushel, He will purchase this wheat in the cash market for $1.23, making 
a profit of 3 cents per bushel This w ill offset the loss inclined by the 
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sale of his September wheat at a loss of 3 cents per bushel. Thus tlie 
miller has protected himself against a loss in the value of the wheat 
during the time he held it as inventory. Had the December cash price 
been 3 cents greater than the amount of his futures contract, lie would 
have lost that amount per bushel in fulfilling his futures contract, but 
this would have been offset bv a profit of a like amount per bushel when 
he sold the wheat (flour) pureliased in Septemlrer While the miller is 
protected against a loss because of a decline in the prut* of wheat and 
denied the possibility of speculative profits in the event of « price rise* he 
earns bis normal profit from the function of milling wheat into flour 

To demonstrate that the process of hedging is not a perfectly function¬ 
ing one. suppose that the miller in the t-ase above sold his flour on 
Nos ember 10 instead of December 10, although he hurl sold lVcemlwr 
futures at $1.20 per bushel when he purchased the wheat. Supjtfise that 
the cost, of earning wheat was 2 vents per bushel jwr month. The 
Nos ember cadi juiee was $1.23 per bushel and December futures were 
•SI.24 per bushel. The miller will sell the wheat purchased in Septemlwr 
lor SI.2d. If had cost him SI,20 plus -4 cents i arising c harge per bushel, 
resulting in a l»«ss of 1 cent per bushel lu the futures market lie will 
purchase* December futures iti olde r to offset lu\ sale* of December futures 
in September But his salt* of De« ember futures is at S1.2B per bushel, 
while his current purchase of December futures is only $1.2*4. a gain of 
2 cents per bushel His net gam then, will be 1 cent |kt bushel on the 
hedging transaction If the future price had increased in relation to the 
cash price, the miller would base suffered a loss on his hedging trans¬ 
action, 

It has I wen indicated that the ownership of an unhedged commodity 
involves an element of speculation on price movements, and this is true 
even though the commodity is he ld only for a short time. Fortunately, if 
a futures market is available, the owner of the commodity has the alter¬ 
native of passing the risk on to others Changes in went her conditions 
during the planting and growing seasons irnv firing rapid price changes 
as traders appraise these developments in the light of their effect on 
prospective production of grain. Insect and disease hazards, and changes 
in the level of business activity also create price risks, Hedging, therefore, 
offers an important means of eliminating these si*** illative risks. 

There is another important advantage in hedging which deserves to 
be mentioned here. This pertains to the ability to obtain operating loans 
from banks. (’red it can be secured much more easily against a hedged 
commodity because banks recognize that the assets of the hedger will 
not be impaired unexpectedly by adverse price movements. Short-term 
credit is important to processors who must purchase large quantities of 
agricultural commodities at harvest time and carry them until processed 
and sold. 

The general purposes for which hedging in commodity futures are 
applied to businesses may 1m* summarized as follows: 
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1. To profi t purchases or inventories of a commodity not covered by 
actual wiles of that commodity or its products; 

2. To protect uncovered forward sale s of a commodity or its products; 

3. To protect, or earn, an expected carrying charge on commodities 
stored; 

4. To protect: or insure a given price for prospective or estimated 
production of commodities. 

The? hedge in 1, 3, and 4 above is accomplished through a sale t>f a like 
quantity of futures contracts while in 2. it is accomplished through a 
purchase of an equivalent quantity of futures. 

APl'ESDIX H TO CASE /~2 

THE E <'.C FITU1ES MAItkKT 

Eggs are used primarily as food or as an ingredient in the preparation 
of foodstuff. Liquid, frozen, and dried eggs, which constitute about 13 
per cent of production, are utilized bv commercial bakers and hv mami- 
fadurers of candy ami confections, salad dressings, egg noodles, and 
similar products. V little less than 3 per cent of the total egg supply is 
bought hv hatcheries or held b\ fanners to replenish stocks Additional 
uses of eggs are found in the preparation of feed, pharmaceutical and 
photographic supplies, leather tanning, textile dyeing, bookbinding, and 
mk manufacturing, 

As a rule, eggs are void bv farmers to a local concentration point, such 
as a country store, egg buyer, co-operative, creamers, or packing-plant 
station, These buyers usually pass their accumulations to larger concen¬ 
tration points, where the eggs are graded, packed, and shipped in carload 
lots to the large centers. 

Because a handler who accumulates eggs for c arload shipments usually 
has a substantial inventory, approximately SB.000 tied up in each carload, 
it is advantageous lor him to sell a contract for future delivery of the 
eggs at the tune that he stores them, thereby insuring against a decrease 
in pi ice during his jm-i if mI of ownership For the same reason, many users 
or distributors of large quantities of eggs buy futures contracts so that 
they may In' sure of the availability ot eggs tor their use or sale Such a 
purchase also makes possible to them a nmnul manufacturing or op¬ 
erating profit and insures them against an increase in raw.materials prices. 

The market for egg futures is traditionally an active one, with fluctua¬ 
tions registered monthlv, weekly, dailv. and even hourly, There art' two 
primary classes of traders- -qxou Liters and hedgers The speculator finds 
the futures contrail to be sufficiently long term for him to make use of 
his knowledge and study of the egg market. Acting on this studv. he 
assumes the market risk when the hedger sells futures contracts as a hedge 
against his unsold stock or when another hedger buys futures contracts 
to protect Ills supply. The presence of these speculators in the futures 
market in Urge numbers, who are always willing to buy and sell at a 
price, makes it possible for the hc-dgrr to pass on the risk ot price* changes- 
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Egg handlers, wholesalers, and processors insure their warehouse* 
stocks against price drops over the summer period by selling futures con¬ 
tracts on the Chicago Mercantile Exchange. Conversely, manufacturers, 
distributors, and others with future sale commitments, but without stocks 
of eggs, insure themselves against price increases hv buying futures. Each 
has thus executed a hedge, the object of which is to eliminate or reduce 
his price risk. 

The Commodity Yearbook, published hv the Commodity Research 
Bureau states that “studies of the results of futures trading in eggs in tlie 
nearly thirty years since the Chicago Mercantile Kubango was jimmied, 
demonstrate conclusively that great benefits are assured lor both farmers 
and the consuming public through the price stabilization, insurance of 
normal operating profits and reduced costs which result from this link 
in the distributing system This statement has been subjected to some 
criticism from various sources On several occasions when the priiv of 
eggs has mow'd toward unusually high levels, speculators in the futures 
market have been singled out as the cause While speculators make posse 
fib- the futures markets, it is not certain that their role lias always been 
one of benefits to those affected hv the market 

Arrrsoix c n» case 12 

IT.DEHAl. PH It .E MTPOIIT PROCHAM FOR ECCS 

Under Section I of Title I of the Agricultural Ve t of ISMS. eggs were 
supported at 90 per cent of paritv until January 1, 1 95J) Monthlv tlie 
pants puce was adjusted for v. asooal variations Purchases were, there- 
for*' made hv the government at pritvs which were estimated to yield 
90 jht cent of paritv. Throughout 1949 a support price of la tents jkt 
dozen at the farm vo ided this pnventage. 

The general put post' of all price MipjMirt is to maintain the purchasing 
power of agricultural products in relation to that of industrial product*. 
During the war eintTgencv. support was list'd to stimulate production 
The program was continued as an aid to irc<mversion to a peacetime pro 
duct inn basis and to help avoid the possibility of n*j renting the disastrous 
price declines which followed World War I. 

The method used to support flu egg market is at tlie discretion of the 
United States Department of Agriculture Die departments current 
frolic's is first to purchase dried eggs from driers who certify that they 
have paid support priors to the producers The program is centered 
mostly in surplus producing areas, tin- midwest, and should be reflected 
throughout the country It was felt that it would Ire impracticable to give 
individual support to the four and a half million farms that now con¬ 
tribute to the bulk of production. 

If .support through driers does not achieve the desired result, then pur¬ 
chases of frozen eggs will l>e made from breakers who have similarly 
certified to prices paid to the producers. As a last resort, shell eggs may be 
purchased in areas not served by driers and breakers. 



m 


BUSINESS ECONOMICS 


In 1948, the* department lx night the equivalent of about 2.SOO.OOO eases 
of shell eggs, or 1.7 p«T cent fif the total production of that year. The 
program for 1949 was art fxteiiwiori of the 1948 program and continued 
on the 85-ceiit basis with a 2-cent premium paid to producers who deliver 
their own eggs to processors. The department had bought, through April 
27, 1919 approximately 39.tXX) ( 000 pounds of dried eggs, equivalent to 
roughly 4,(XX),(XX» cases of shell eggs. 

In putting into effect the support program for eggs the department, 
through the Commodity Credit Corporation, offered to buy in unlimited 
quantities dried eggs from driers in accordance with regulations set forth 
above, The department paid the drier! egg processor $1.2b pei pound lor 
powdered eggs in barrels or $1 28 per pound when pac kaged in fnnrteen- 
pourni containers. These prices are calculated to yield a price of >a cents 
per dozen to producers on the assumption that one* ease of shell eggs will 
yield ten pounds erf egg powder. The actual result has been a Yield of ten 
and one-halt to eleven pounds of powder per case. ( buvrquentlv. the 
profit on dried eggs is actually greater than anticipated. In order to take 
advantage of this estra profit, driers have tended to oiler country pro¬ 
ducers more than VJ rents p«r dozen, which, in turn, affects the cash price 
of eggs in Chicago. 


Case /~1 C. C WPonl.FY i!) 

For many years it has been the practice of the United States Post 
Office IV part ft *ent to contract with private carriers for transporta¬ 
tion of the mails between the main post-office building, substation 
jx>st offices, and the railroad stations in various cities. Kids for per¬ 
formance of those services air usually im ited b\ the local postmaster 
through newspajver advertisements and notices posted on bulletin 
boards in post -office buddings, These announcements solicit sealed 
bids from interested parties and deserilie the character of the serv¬ 
ices in such manner as duration of contract, distance to be covered, 
frequency and timing of trips, t\pe of equipment, bonding require¬ 
ments of personnel, and provisions for modifying the contract during 
its lifetime. These* contracts are usually awarded for a period of four 
years. The successful contractor is required to furnish equipment 
conforming to specifications in the announcement. p*rsonncl, bonds 
guaranteeing performance of service. and all materials and supplies 
necessary to fulfill the contract. In the larger cities the equipment is 
so specified as to prohibit its use for any other purpose without some 
alterations Frequently, schedules do not pTiiiit a vehicle to lie idle 
long enough to lx* useful for other purposes. 

lu Septemlwu, 1929. Mr. C. C. Woodley was successful in securing 
a four-year contract of this type in a large city in northem New York. 
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Mis contract called for the provision of fourteen trucks varying in 
capacity from one-half to two tons. Thev were to Ik* painted olive 
green in color and hear the inscription in gold lettering “United 
States Post Office/" followed b\ a serial number to be assigned to each 
truck. Bodies were to he constructed of wood or sit'd and provide 
protection from the elements. All 1 todies were to Ive equipped with 
doors and locks. Mr. Woodley purchased eight of the trucks from 
the previous contractor and six he purchased new. The terms of the 
tsixitract provided for a compensation of S2S.550 per vear for four 
years. The contract also provided for additional comjiensutton for 
mileage covered in excess of that stated and penalties for failure to 
perform the required mileage where such failure was not bevond 
the control of the contrac tor. 

Mr. Woodlev personally supervised the operations under tins 
contract. During rush hours and when drivers were absent he acted 
as a driver. He retained several (Ij ivers emplovi'd by the fotmer 
contractor, so that he had a crew of five lull-time driver's, who 
worked twelve-hour shifts, and seven part-time drivers. One of the 
paiMime drivers also served as a garageman and mechanic. Opera¬ 
tions began on Janiurv I 1930. 

In September 19:11 Mr. Woodley was again the successful bidder 
fora second four-vear period Itcginniug January 1. 1914. The terms 
of this contract were identical with the eontraet executed in Septem- 
Ixt* 1929, with the exception of compensation. The new contract 
tailed for annual compensation of $27,200, although several miles 
per dav had Im*ci» added to the total distance traveled because of re¬ 
location of one of the railroad stations 

At the time of renewal of the contract Mr Woodley, reviewing 
his expenses of operation, noted that he had been paying a premium 
of $4,700 per year for liability insurance on his fleet of trucks. This 
insurance was written by a large and reputable insurance company. 
During the period of contract from January 1. 19:10, to Deccml>er 31, 
1933, total claims had amounted to $1,783.25, all of which had lieen 
promptly paid bv the insurance company None of the claims had 
involved a personal injury, and the largest single claim amounted to 
$356.75 This claim had resulted from the collision of one of the 
two-ton tracks with another truck carrying several large pieces of 
plate glass, which were broken. The average claim wax about $25. 
and almost all the damage was the repairing or replacement of 
fenders, headlights, or doors. All Mr. Woodley's trucks were 
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eejmpped with governors, which permitted a top speed of twenty- 
five miles per hour, the official speed limit of the city. None of the 
operations extended Ivevond the city limits. All trucks were kept in 
good mechanical condition and were inspected semiannually by the 
Accident Division of the Department of Public Safety. Commercial 
vehicles which passed such tests were insurable at standard rates 
regardless of age. Of the eight truc ks purchased from the prev ious 
contractor, six were new' in 1927 and two in I92S. All other trucks in 
the fleet were purchased new in 1929 by Mr Woodley. The re* had 
lieen an annual turnover ol about 50 |>er cent in the* crew of drivers 
until about the- end of 1931. after which the rate had dropped to 
alwmt 10 per cent, This was attributed to the scarcity of jobs luxause 
of depressed economic conditions. 

Effective January I, 1931, the insurance company increased the 
annual premium on Mr. Wood levs liabihtv insurance to $5,100 jkt 
year In addition, the rate on his performance bond was increased to 
S2H5 per year Iweause of an incre ase* in the' number ol business fail- 
tiros. The automobile accident rate had increased in this citv in the 
previous two years, and the rate of deaths per thousand, attributable 
to automobile ac cidents, had increased about 25 per cent in the first 
six months of 1933 compared to the same period of 1932. The agent 
ol the insurance enmpanv suggested an increase in Mr Woodlev’s 
liability limits Ivecause of the increasing tendency on the part of 
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juries to grant larger awards in oases involving persona) injuries. 
Several recent divisions had I wen in excess of $5. (XX) for personal 
injuries where the victim was not totally incapacitated 

Mr. Woodley was of the opinion that he would be better off if he 
cameled his insurance and set up a reserve of $3,000 the first venr 
and $1,000 to S2,(XX) each vear thereafter. Kilobit 1 shows a con¬ 
densed statement of profit and loss for the years 1930 through 1932. 

Oi l shows 

1 Would von recommend that Mr Woodley cancel ho insurance 1 and 
assume iris own utulerwiihng? Why' Wlial cfbvt would this have 
upon )nv profits' 

2. Did the profits of Mr W'oodiev arise from risk In-aring? 

Casv it w \iu\c DixLU'rurvr cohporatips 

In February 1929, the Waring tiolt and Country Club was in¬ 
corporated under the laws of the state of New York for the purpose 
of operating a public pa\ -as-you-pla\ golf links. At the time of in¬ 
corporation there were throe stockholders, w ho were also the officers 
of the emanation. ‘Hie corporation was authorized to issue five 
thousand shares of sti>ck of no-par value, and twelve shares were 
initially issued. Five were held bv the president, five b\ tin* secretary, 
aval two bv the treasurer. The corporation had no assets other than 
a small amount of cash contributed by tin* president. The main oc¬ 
cupation of the president was the practice of law. The secretary was 
a son-in-law of the president, and the treasurer was an older son of 
the president. None of the officers planner! personally to operate the 
golf cluh. This was to In' done by a paid manager who was hired at 
the time of incorporation. 

The projxTty which the corporation planned to operate was adja¬ 
cent to a large cits in upstate New York. It was owned by a real 
estate promotion company w hich had purchased it as part of a larger 
plot in earlv 1920. This company had intended to develop the entire 
area as a residential suburb. The population of the city was alxiut 
250,000 and, Irecause of its strategic geographical and industrial 
location, was believed to possess potentiality for substantial growth. 
The original plot acquired by the real estate company contained 723 
acres, and by 1925 approximate!) 200 acres had been converted into 
a residential area. 
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One parcel containing 320 acres had not been subdivided into lots 
and was King idle, The north and west lines of this tract adjoined the 
city line, and the entire parc el was bounded by city and county high* 
wavs of firsts lass surface*. Early in 1025. the real estate company 
leased this plot, nn an annual basis, to a group of individuals known 
as the Highland Coll Club, who undertook to make sufficient im¬ 
provements to use the property as a golf course. In 1926 the High¬ 
land Coll Club obtained a lease* for five years and completed an 
eighteen-hole course. The* improvements were of the c rudest kind, 
and the club catered to a small patronage, Greens were constructed 
by merely scraping flat an area of earth and planting bent grass. 
Their operation* were limited in scope, and in 1927 the Highland 
Gulf (lub failed. The following year the course was leased to an 
individual bv tin* real estate eompany, but this lease was not re* 
newt'd for 1929. The Waring Golf and Countrv (dub was formed 
and leased the propertv for a period of five scats. 

In August, IfrtO. the real estate company which owned the prop* 
erty was declared bankrupt The parcels to the north and cast of the 
golf club were sold at a bankrupt salt' and were returned to f arming 
operations from which they had never been fulls removed. The golf 
dub property was purchased at this bankrupt sale by the president 
of the Waiing Golf and (iountry dub for a cash price of $6,300 and 
tin* assumption of a first mortgage of $7,100, held bv the Federal 
Land Hank of Springfield. Massachusetts. The cash for this purchase 
was supplied by the president personalis . Title to the land was trans¬ 
ferred to the Waring IVvrlopnient Corporation, which was incor¬ 
porated for the express purpose of holding the land. This corporation 
was a lit homed to issue five thousand shares of no-par stock. The 
officers wrir the same as those of the Waring Golf and Country 
(-lub, but the stock w as held by the president, his wife, and their six 
children, each holding one share. The mortgage* was replaced with 
one held by a local savings bank. The terms of this mortgage called 
for a reduction of the principal of at least $200 j>er war pavable 
annually. Payments in excess of this minimum amount con id be 
made at the option of the mortgagor whenever interest payments 
were made Interest was due tjuarterlv. Payments in excess of $1,000 
in any one year incurred a penalty of one-half of 1 per cent of the 
total amount paid. 

Vpun incur | hu at ion. the W aring Development Corporation leased 
its property to the W aring Golf and Country Club at a rental of one 
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dollar per year. The Waring Golf and Country Club agreed to make 
all required payments of principal and interest on the mortgage. In 
addition, it agreed to pay all costs of maintenance of the property, 
including insurance and taxes. Whatever equipment was necessary 
to maintain and ojx*rate the cluh as a business was to lx* provided 
by the lessor. 

In the years following the purchase of the property bv the Waring 
Development Corporation, almost all the piofits of the Waring Golf 
and Country Cluh were used to improve the property. These »m- 
prosemeuts were* undertaken at tire option of the Waring Golf and 
Country Club and were not considered as payments in lieu of rent. 
In addition, the president of the latter coipnration made cash con¬ 
tributions to the firm lor the purj>ose of making improvements. 
These contributions an* shown in Exhibit 1 No contributions were 
made after 1938. 
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That portion of the profits of the W aring Coif and Country Club 
which was applied toward improvements each v ear is shown in 
Exhibit 2. 
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Any balance remaining as net profits each year after expenditures 
on capital improvements and payment of taxes w as turned over to 
the president erf the Waring Coif and Country Cluh. He considered 
such payments as partial repayment of his original cash contribution 
of the purchase price of the properties in addition to the numerous 
cash contributions he had made toward capital improvements. From 
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the time of incorporation until 1936 such payments to the president 
had been only nominal. Exhibit 3 shows the net profits, after taxes, 
of the Waring Coif and Country Club from 1937 to 1942, when op¬ 
erations were suspended became of the impact of World War II. 
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In March. 1946, the Waring Coif and Counttv Club, Inc., re¬ 
opened for business During the wartime shutdown tin* properties 
had l*een maintained in good condition. There had been some reve¬ 
nue from the rental of several buildings and this had practically 
covered fixed expenses The need for ( ash had been met from the 
|>ersnniil funds of the president With the n‘Opening lor business in 
1946, rates were adjusted upward in line with rising prices. Exhibit 
4 shows a condensed profit and loss statement for the Waring Coif 
and Country Club, Ine , for the years 1946 through 194S 

In March. 194S, the president ol the Waring Development Corpo- 
ration was approached by a usd estate dexelopment companv of 
Detroit Michigan. I his compam proposed a joint development of 
the land owned hv Waring Development Corporation as a residen¬ 
tial area The serious shortage of housing and the exce llent location 
of the Waring pmpcitv afforded an ideal opportunity lor housing 
development In addition to the expense of constructing dwelling 
units, there would be heavy expense for the purpose of laving water 
mains, paving streets, etc Estimated profits, if the undertaking wen* 
successful, would have amounted to approximately $200,000 each 
for the real estate compam and the Waring Development Corpora¬ 
tion. This offer was rejec ted because of the large* amount of capital 
contribution which would have f>cen required of the president of the 
Waring Development Corjioration. 

In January, 1949, the vice-president and personnel director of the 
largest industrial corporation in the city approached the president 
ol the W aring corporations with a proposal to purchase the property 
and equipment of the two corporations The industrial corporation 
employed about six thousand persons, many of whom patronized the 
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Exhibit 4 

WARING GOLK AND COUNTRY CUR. INC „ 
CONDKWSKIJ PROFIT AND LOSS STATLMI NT. 1W6 48 
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Waring (»olf and Onintrv (luh. I ‘hr corporation desired the prop¬ 
erty for the purpose of converting it into a recreational center for the 
exclusive use of its own employees. An initial offer of $225,(HK) in 
cash was tendered for both the operating and land holding corpora¬ 
tions ♦ if Waring. There was nothing to indicate 1 that this offer was 
final. 

In considering the offer th<* president of lhe Waring corporations 
noted that he was not active in the management of the golf business 
The paid manager, hired in 1929. was still with the club and his serv¬ 
ices were verv satisfactory. The riding stables, restaurant, and bar 
were operated on a concession basis and entailed no problems of 
management other than the securing of concessionaires cKrcasirmally, 
The trend of profits since the reojiening of the chib in 1946 was 
noticeably upward, and the president was optimistic aliotit a further 
increase in the future, since accommodations were being prepared to 
handle additional activ ities. 
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The balance sheet of the Waring Development Corporation 
showed assets of #13,4110 and liabilities of a like amount, of which 
$6,300 was (hie the president of the corporation personally and the 
balance of $7,100 represented the original amount of the mortgage. 
The* mortgage’ had actually been reduced to $2,350 by January, 1949, 
of winch $2,400 had I wen paid from tin* [HTwmal funds of tlie presi¬ 
dent. No entries bad been made on the books of the corporation to 
show tins change. On the advice of the president the Waring Coif 
and Country Club had not paid the annual rental of one dollar, so 
that the lw>oks of the coijHiration showed no transactions since its 
organization. 

C I lav** you any critaiMus of the immune shown as “net profit before 
tau's" m Exhibit 4^ Would you sais that thoe figures represent the 
correet “earnings" of the W aring Coif and Couutr* Club;' Are ‘"profits” 
and earnings” synonymous? 

2. If the Waring Development Corporation were owned bv parties inde¬ 
pendent of the owners <»f the Waring Coif and Country Club, would 
the rental lie other than one dollar per year? Suppose that under such 
independent ownership the lease were on an annua! basis Would the 
rental fie fixed at the same rate for the years EMC HM7 and ISMS? 
Wlmt effect would this have upon the profits as shown in the statement 
of profit and loss? How much rent could the Waring Development 
Corporation obtain from the Waring Coif and Countiv Club, assuming 
the two curpotahnus to he indejteitdeiit of one another. 

3. W ould sou recommend that the sale lie made on the terms promised? 
It von lecommend a counteroffer, what price would von suggest? 
Why r* 

c as*' i o: mi: \iv n:\ costr wr 

The Nep Pen Company was organized in PM 5 to manufacture 
fountain pens. From the beginning it was the policy of the company 
to produce only a high-cpiality product and to price it accordingly. 
All manufacturing operations were carried on in the company's own 
plant. No attempts were made to compete with other jjeu manufac¬ 
turers ou the basis of price. ‘Hus policy had proved successful, and 
in U421 tlie company undertook the manufacture of mechanical 
pencils under the same conditions. The same year the company 
became a subsidiary of tlie Stationers Products Corporation of Amer¬ 
ica, but the parent company made no effort to interfere with the 
management of the Nep Pen Company or any of its policies. The 
Nep Pen ( ompauv continued to prosper and during the Iff20 s was 



PROFIT 


49 


selling its products in a national market. Its products were marketed 
under a brand name and enjoyed a reputation of high quality It 
sold its products direct to retailers through its own salesmen, who 
were compensated by salary and commission It had also developed 
an efficient repair srn’iw, which was maintained at the factory. 
YY'hile the management of the companv w as rather conservative, the 
company had improved its products In* the development anti use of 
its own and other patents and the use of new' materials. 

Following the economic collapse of 1929. tlie company continued 
its earlier sales policies but operated at a sharpie reduced level— 
at a deficit in 1932 and 1933—but made no reductions in price of its 
pens and pencils. \ less expensive model of its pen was placed on 
the market, but this was withdrawn in 1915. The companv, while 
still known tor its high-quality product, slipped from third, in vol¬ 
ume of sales, in 1929, to seventh in 1940. During the second YY'orld 
War tlit* companv obtained government contracts for its pen and 
pencil and devoted its unused capacitv to the manufacture of time 
(uses. It also operated a fuse plant in another city for the govern¬ 
ment during thb period, but this operation was dropp'd at the end 
of the war. In 1945 the company expanded the manufacture of pens 
and pencils to capacitv and enjoyed very profitable operations. In 
1916 capacitv was increased about 10 per cent by the addition of 
new equipment. In the spring of 194S operations were reduced to 
alxmt 70 per cent of capacitv because of a decline in demand. This 
decrease was attributed to the availabilitv of othci-quality pens at 
lower prices. I nit the management of the NVp Pen C Companv gave 
no indications of revising its prices downward. At current prices of 
materials and labor, the enmpanv could operate at 55 per cent of 
capacity and break even. 

In February, 1949, Mr. James Wilson acquired control of the Sta¬ 
tioners Products Corporation Examination of the annual report of 
the Nep Pen Company disclosed to Mr. Wilson the decline in the 
company's relative share of tin* fountain-pen market and also that 
the company vvas operating at alxnit 00 per cent of capacity. Mr. 
Wilson called a meeting of the executives of the companv for the 
purpose of improving the profit position of the subsidiary. Me learned 
that the company had not made a radical change in the appearance 
or construction of its pens or pencils since 19-42, At that time an im¬ 
proved filling mechanism was intrixluced, and the barrel, cap, and 
print were streamlined. No special advertising was undertaken at 



90 


BUSINESS ECONOMICS 


the time of introduction. The company followed an advertising pol¬ 
icy of describing the mechanical operations of its pen and its .superi¬ 
ority over the performance of competing pens but had vised little 
emotional appeal Since the introduction of this new model the nnm- 
1 h*t of pens returned for repairs had declined at tout 10 |X‘r cent. 

Research in engineering ami design was carried on h\ the com¬ 
pany engineer While this official had constantly exj>erimented with 
variations and proposed improvements, he had no immediate plans 
for a change m the present model. Mr. Wilson noted with interest 
that, although the engineer had ex|H’riinented with many “ball¬ 
point" jjW’iis. the company had not attempted to produce and market 
well a peri. The engineer belies rd that the balbpnmt pen which he 
had produc'd experimentally was as good as anv on the market and 
superior to some It was not placed on the niaikct, since the president 
of the company felt it did not measure up to the visual standards of 
tpialtts for which the company was well known Mr. Wilson was 
aware that a large iminftcr of these pens had been sold and believed 
that u gixxl ball-point pen, il placed on the maiket in a short time, 
would put the company bach in a highly profitable position in the 
near future. He therefore strongb urged the management to under¬ 
take the manufacture and sale of ball-point jams. To this projxisal 
the mauagemeut strenuonsb objected on the grounds that it would 
lose money rather than show a profit. Mr. Wilson then requested 
that the piesident of the company prepare a report on the market 
for hull-|foint pens and submit it to him at the* earliest possible date. 

W ithin a week, the president of the Ncp Pen ( onipauv submitted 
the following report: 

The lullpomt pen was introduced to the American market in 
Novrmlier. Hilo, hv the Reuvolds International Pen Company of 
Chicago, Illinois. The first sale was in \cw \ork (otv, and in the first 
week 30,(XX) pens had lieen sold at the introductory price of $12,50 
each, This pen lnul a tiny hiiH-heatiug point, was guaranteed to 
write at least two years w ithout a refilling, and would write under 
water, on paj*er, cloth, and blotters. This pen was examined hv the 
engineer of the Ncp Pen Company, who Itrlicved tliat the p*n could 
be produced for about fifty cents if produced at a rate of KMXX) 
per day. 

For the first six months of the Reynolds International Pen Com- 
pan vs existence, ending January 31, 19-16. it reported sales of $5,- 
674,329 and profits, after taxes, of $1,558,608. The original invest- 
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merit in this company was estimated at about $26,000. Early in 1946. 
the Reynolds company announced the purchase of a new factory in 
Chicago to increase output to 30,000 pens per day. 

In May, 1946, a rival company, the Rail Pen Company of Los 
Angeles. California, placed a hall*point pen on the market to retail 
for $9.95. It reported a backlog of 350 t (XX> orders. Another rival, the 
S. Ruchshautn and Company of Chicago, Illinois, placed its hall- 
jK)int pen on the market to sell at $12.50 each, and stated that it 
exacted to sell 150.000 pens the first sear. In the same month the 
Kimbcrlev Pen Companv of Los Angeles, California, produced a 
hall-point pen to retail for $12.50 and rrj>ortrd 250.000 orders on 
hand. The \V. A. Sheaffer Pen Company of Fort Madison, Iowa, 
announced it would base a hall-point pen on the market in tin* fall 
of 1946. The Parker Pen Companv of Janesville, Wisconsin, was 
silent on its plans for a hall-point pen. 

In Julv. 1946. tin* Hcvnnlds Company put a new cheaper model 
bail-point |>en on the market at $5.85. This was the lowest price on 
the market The original pen was kept on the market at $12.50, but 
the August, 1946, shipments of this model were only 125.000 com¬ 
pared to 150.000 in June. The president of the Reynolds Company 
attributed this det hue to the usual summer decline in buying but, 
at the same time, stated that the cheaper model was put out Iweanse 
coinjietitors would soon apjx.n with cheajwr pens In September, 
1946. the Reynolds Coiupam rejxirtrd a profit of $2,678,815 for the 
first scar s operations. 

In October. 1946, Evmharp, Inc., put a bail-point pen on the 
market at $25.00 phis tax. The company, .it tin* time, was produc ing 
30,000 pens per dav and was sold out fin months, In the same mouth, 
the Eagle Pencil Companv put out a pen for $10.00 and was reported 
to In* sold out until well into 1947 During the fall of 1946, new com¬ 
panies pioducing hall-point pens were corning into the market 
wecklv. 

During the summrr of 1946. the Revnolds Company cut the price 
of its $5.85 pen to $3.85. In February, 1947, the company put out 
new models of the pen to sell for $2 69 and SLOT, rcs|x*ctively. In 
order to clean out his stock of obsolete $3.85 |H*ny he sold them to a 
joblior at a price so low that they could In* retailer! for $1.00. The 
prices of these obsolete pens opened in the retail stores at 98 cents 
and fell to 84 cents w itlun a few days The demand at this price was 
very heavy, and the Reynolds Company resumed production of the 
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obsolete model at a reported rate of 80,(KX) pens per day. The pens 
sold for less than SI.00 all over the United States. By September. 
1947, them* pens were sidling in retail stores for 69 cents. 

The second week in September, 1917, the Reynolds Company 
offered its factory for sale. The reasons stated for the offer for sale 
were that Mr. Reynolds, the founder of the company, wished to 
devote more of Ills time to aviation interests and also to convert the 
assets to cash, to avoid tax difficulties in case of death. 

In May. RMS, Eversharp, Inc., rejmrted a deficit of $3,416,985.23. 
The blame for this deficit was placed upon the experiences w ith the 
hall-point pen The company had spent heavily on plant to meet the 
demand when the pen was placed on the market. It had lost money 
replacing the insides of the pens free of charge. Tin* company had 
put out a pen to sell for $15.00. This was similar to the model pro¬ 
duced earlier for $25.00. The $15.00 pen was reduced to $7.95 early 
in 1948, and a new' model introduced for $5.95. 

All the companies producing hall*point pens had numerous com¬ 
plaints at Hint the mechanieal defects and failures of these pens, 
While* the pens were produced under several patents, thev operated 
on about the same principle of filling and flow of ink to the hall 
point, Even the lx»st of such pens were subject to sudden failure. 
Earl of the difficulty was attributed to the composition of the special 
ink required and part to the engineering of the pen. The hall-point 
pen which the Nep Fen Coni pans had produced in the laboratory 
was subject to these same criticisms. 

The president of the Nep Fen Company pointed out to Mr. Wilson 
the experiences of Kvmharp, Inc., and strongly objected to under¬ 
taking the manufacture of ball-point pens. He doubted if a suffi¬ 
ciently large volume could l»c sold at present pricers to show even a 
normal markup. While he favored no aggressive move of any kind 
because of the company's experience during the depression of the 
thirties, he pr oposed a promotional campaign to increase demand for 
the present pen rather than the introduction of a bail-point pen. 

Questions 

!. Do yon agree with the president of the Nep Fen Company in recom¬ 
mending against the uituHiuctinn of a hull point pen? Why? 

2, What was the nature of t!w‘ profits of the Reynolds International Pen 
Company? 

3. Do you believe that timing of introduction of a ball-point pen was a 
factor in the losses of Evmharp, Jtx? 
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Tuf phac-hcai. importance of understanding demand is evident from 
the fact that tin* income of nearly all business firms is dependent 
upon flu* demand for tin* goods or services which thrv sell. Demand 
calculations art 1 reflected in the operating plans of most companies 
which are hast'd on estimates of sales. Sales I inducts—as wrll as 
budgets for expenses* finance, personnel, advertising, and produc¬ 
tion—require estimates ot demand/ Most firms also hast* the prob¬ 
lem o! setting prices for the piodmts they sell, and this requires an 
estimate of demand. Tlie most difficult problems of business man¬ 
agement are frequently those associated with analysis and manipula¬ 
tion <d demand. 
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Sales Estimates and Dcmumi Schedules 

Predicting sales volume is an art which depends primarily on the 
skill and judgment of the businessman. I hr economist. however, can 
provide some assistance in tins difficult task. H\ breaking up the 
problem of estimating sales into its logical components and bv point¬ 
ing out relationships of cause and effect between the facts of a bust 
ness situation and the revenue results, he c an improve the accuracy 
of sales estimates and therefore the profits of the company. 

In estimating sales a businessman may be concerned with one 
product, with several products constituting a line, or with all prod¬ 
ucts sold bv his firm. There arc* two commonly emploved methods of 
compiling sales estimates. One involves making estimates in terms of 
physical volume, such as numlK-r of units or pounds, sards, or other 
common measure. The' unit price of the prwiuet or average price of 
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several products can then l>e multiplied by the estimated number 
of physical units, resulting in a sales estimate in dollars for that prod¬ 
uct or line Addition of similar dollar totals for other lines gives total 
estimated sales volume for a multi product company- The second 
method—one which is frequently used in firms handling a munlier 
of products—< alls for an aggregate sales estimate made directly in 
dollars, with no initial calculation of sales in physical units of prod¬ 
uct Although widely adopted, this method of calculating planned 
sales hides the underlying relationship of price and quantity de¬ 
manded (luring a particular period of time. It j> this pm e-quantity 
relationship with which we are first concerned in the analysis of 
demand. 

A businessman who attempts to estimate how mam units of a 
product he can sell during a certain month 01 year is immediately 
aware that the amount sold depends on the price at winch he offers 
the product At a high price he ordinalih discovers that fewer units 
can he sold than at a low price. The fact that price is so influential 
in determining the amount demanded led eeohornists at first to con¬ 
centrate attention chiefly on price -quantity relationships, to the ex¬ 
clusion of other factors influencing demand. Demand came to mean 
a system of price-quantity relationships, more lieiug demanded at a 
lower price, less at a higher Such a system of prices and quantities, 
called a "‘demand schedule," is shown in Exhibit 1. In this case it 
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pertains to the entire market demand for the cununoditv wheat. 
When the tabular information in Exhibit 1 is presented in graphic 
form, as in Exhibit 2. it is calk'd a "demand curve.** 

The demand schedule and the demand curse are drawn on the 
assumption that all market conditions remain unchanged. The only 
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Exhibit 2 
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change is that <»f price, which induces a change in the amount de¬ 
manded The demand concept of economists, therefore, is an ale 
struct t<*ol ot anaksiv not a description of actual market facts. In 
examining Kxhihit 1. the reader should not*' that the quantities of 
wheat in the second column arc those uhich hat e hern fir* 

mantled at the prices indicated. The\ are not the actual quantities 
consumed, historical!). at these prices in anv given sears 

Market Demand and the l irm'x Demand 

The r ai ls economists applied tie* concept of demand onlv to entire 
markets, .such as that for wheat Demand, in this sense, is the aggre¬ 
gate of the* individual demands for a commodity on the part of all 
buyers in the market. Subsequently it became evident that each 
business company is concerned prim a rib with the demand for its 
own product. In most cases the company's demand curse resembles 
the market demand curve, in that more units of product can 1 >e sold 
at a lower price. less at a higher. The market curve, however, is 
usually less sensitive to price changes than is the demand curve for 
a firm. One evidence of this is the fact that a company. In reducing 
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priw, can frequently expand its sales at the expense of other firms in 
the industry ( at least for a short time i. In tJiis case the expansion of 
sales is at a rate greater than would !*■ possible if all firms in the 
industry cut prices. 

Elan! icily of Demand 

A company nuv discover that, as it miners price, the increase in 
the number of physical units sold is so threat that total dollar sales 
also increase. If. instead of lowering, the eornpanv raises the price of 
its product, it may discover that the increase in unit price is not 
enough to compensate for the decline in physical units sold. Hollar 
sales volume decreases. We deseiilic the demand for this company's 
product as "elastic’* at this price level, 

If, in the ease of another product, the eompam reduces price, 
only to find that the increase in sales of physical units is relatively 
small, dollar sales volume declines. Uonvrrselv, an increase in price 
mas lead to a rrlativrh small decline in the number of units sold, 
ami dollar sales return mav actually mcieasr. 'Hie companv s prod¬ 
uct is in "inelastic" demand at this price level.' 

Only in exceptional eases will the Jesuits n! price reductions f in 
of price advancesi be the same if the changes originate from differ¬ 
ing lev els of price, 1 fiat is, the elasticity of demand at different levels 
of price is likely to \ar\. A 10 jx i cent price cut beginning at the 
level of one dutlai will probable not produce the* same effects as a 
lOper cent c ut starting at (itis cents. 

Now it is ubv iouslv a matter of importanc e for a company to know 
whether the products it sells air in elastic- ni inelastic* demand. The 
prices it sets must be determined with some regard for the* amount 
of revenue which will be brought m ;U these prices. The extreme of 
clastic ifv is found in agriculture, where- individual fanners (in the 
absence of government restrictions on production: are able to sell 
suc'cesMve amounts ot produc t such us wheat at the s<wu price up to 
the* limit of thru capacity This is because each of the 1, >04,000 
wheat fanners produces mu h a very small part of the total crop that. 
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o l pt'v r c"»si ( :n r t( Ut* mpplx .>* p* ».V 

Out iin iim that <i l |*r *«■»( ku mi tb#- pruv wilt r\ rMOwliv rrsi»l! m 4 2 1 ) p**r 

fCltf incn-iwr in t)w iifKUittn Mtpphr<l It th«- « mUh it\ *>t U^nuwl t• »r * iMfiwMmivtv 
w (Mi tfut im.uu u>.it j 1 |*’t mu n» nvvr m lh«* pm v will * vinhKiUv rr^ilt m 

a 0.#» t\S 1 pet it nr ilivffiwi* ift ftwr- rjM.mtUv »kmiMih F. ft< iiMm-C 

F4ytruant*- Amity .%rs ;r«-v in I „ NVw Yori H.ir}xrr Ac IW*« . I'M-Sj. pp l.£S-;?a } 
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Exhibit a 

A KIltM'P DKM.VM) (THVE 
iP<*rf<*rt !v fclmdjr*' 



QUANTITY 

wen* Ills <‘i it ire output thrown on tin' i r * :tr L<t it would have an in¬ 
appreciable influence on the inaiket puce Knowing this, the wheat 
fanner simph adopts the market price as his own. The demand 
curve lor tl*t' fanner is, for all practical purposes, perfectI\ elastic, 
as is graphiealh shown hv the line dd in Exhibit l For similar rea¬ 
sons, firms in the lumber, bituminous coal mining, cotton textile, and 
women s clothing industries find their demand curses elastic. 

Most business companies find that the amount they can sell at a 
given price is strictly limited and that thev must reduce price* in 
order to sell more (though the additional physical volume will not 
ahvavs mean larger dollar sales L This condition is shown by the line 
dd in Exhibit 4. In other words, many business firms in trade and 
manufacturing have demand curves which are less than perfectly 
elastic. This means that a firm must gauge carefully tin* level at 
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Exhiirit 4 

A KIJtM'S jiKMAND <TKVK 
than IVr/rctly Huntu* 



which it sets its price in relation t<> phvsical \ohmic of sales, Price 
acts as a control valve. letting in an increased or decreased amount 
of dollar revenue. 

In passing, it should ho noted that the effects erf a price change 
can he summarized in terms of the increase or decrease of total sales 
revenue resulting from the new price. This is called "marginal reve¬ 
nue."' In strict logic, even a slight price change will result in an in¬ 
crease 01 decrease in the amount demanded. Theoretically, there¬ 
fore. it is [w»ssihh\ by varying prices in minute amounts, to induce a 
continuous succession of marginal contributions to total revenue. 
There results a smooth curve of marginal revenue, such as is shown 
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bv line mm in Exhibit 4. Practically, businessmen are inclined to 
estimate marginal revenue in blocks of convenient size, such as 100 
units, tons, or gross. The result is a steplike progression in the curve 
which shows the aggregate effect of successive increments of reve¬ 
nue; it is therefore a schedule of the* businessman's estimates of "in¬ 
cremental revenue " 

What determines the elasticity of demand for a product sold by 
a firm? Basically two things: (1 ) consumers’ stales of preference 
and (2) the level and distribution of consumers' incomes. As the 
price of a product is reduced, consumers’ preferences lead them to 
buy more of the product. Also, tin* tower price may attract customers 
from other companies selling similar products. There may, in addi¬ 
tion. lx* a transference of demand to this product from goods made 
by other industries. These are the substitution effects of a price re¬ 
duction. The willingness of consumers to bnv a product, as its price 
declines, varies with different levels of aggregate consumer income. 
With some goods, higher levels of consumer income might mean less 
elastic demand: with other goods the situation might l>e the reverse. 
The distribution of consumer incomes also affects the amount de¬ 
manded as price declines. As the com pan v drops its price, other con¬ 
sumers, unable or unwilling to buy at the former price because of 
limited incomes, now come into the market and buy the product at 
the new low price. These are the income effects of a price reduction. 
In the case of a price increase*, substitution and income effects work 
in the opposite manner from that just described. 

Substitute* and Complementary Good* 

Every businessman must be alert to the possibilities that a price 
reduction on his part may lead to a considerable increase in dollar 
sales through substitution of his prcxluct for his competitors' prod¬ 
ucts. Likewise, a price reduction by competitors may rob him of 
sales volume by substituting their produc t for his. For that matter, 
where a company carries a number of lines, as in the case* of a de¬ 
partment store, internal substitution as a result of price reductions 
must Ik* reckoned on. 

But there is another possibility', namely, that, as the price of one 
product is reduced, sales of another product will not decline but 
increase. As an example of this complementary relationship, a sus¬ 
tained price reduction in gasoline increases sales of tires. Electric 
power and appliances afford another example of the economic bond 
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in which a price reduction for one product favorably affects sales of 
the other. 

Shift h in Demand 

Although in economic theory market conditions are assumed to 
remain constant when the effect of a price change is being con¬ 
sidered, in practical fact a businessman making sales estimates is 
greatly concerned about changes in market conditions. Manv com¬ 
panies change prices only infrequently, They disre gard short-term 
elasticities of demand, But changes in underlying market conditions 
occur almost duilv. W ith shifts in national income, the capacity of 
consumers to Imv the product changes. The tastes of consumers and 
the uses to which they put the product also change. Substitutes ap¬ 
pear, and tht* prices of existing substitutes change re lative to that 
of the product under consideration. The businessman, therefore, is 
forced to reappraise constantly these facts of the’ marke t which in¬ 
fluence* the sale’s of his product. 

When one of the* basic muikct factors, such as consumer income, 
has changed favorably, a compaitv finds that it can sell more units 
of a product at tlit' same price than fonnerlv. Tinier these' conditions 
it is also probably true that at lower prices (and even at higher 1 
more’ units can now be sold than fonnerlv. In other words, the entire 
svstem or schedule of demand has shifted. Cruphieullv, as is shown 
in Exhibit 5. the demand curse has moved upward and to the right. 
There is. ol course, no reason to assume? that at all levels of price it 
has shifted the* same 1 distance to the right. With an opposite change* 
in market factors, such as a decline in consumer income, the* demand 
curve move’s downward and to tlu* left.' 

The* conditions causing shifts of demane] for the product of a 

1 An alternator win of ilest rthin^ these <h;uui*v in ilemand o to ih'4in£nish 
between short ItTin amt lone term tlasOcilv Tin- (hm.uul nine pn.vioudv <1 escribed 
w.n ‘'inst.uihinennv’" drawn on ihr uwm option tlul market iimditinm rrmaimd 
unrluini'cd Wr can alv* draw a smelt* curve whuh shows tin 1 results over tune of 
ihantjes »n market * undthoitv The imuinlutlr Htr< t of a juria change on the amount 
demanded i* nmallv loss than tin* kun’ run rfhvl. X reduction m Ho'trio power 
fur emmplr. may haw* Uttl<- rfhvt on it>ai»e in thr month following the cut. 
Consumer liatuK rnn.nn mulmta’ol. Hut. with lower jviwrr tost*. consmmrs are 
imbued to purchase more dm trie appliuniTO Home* arc wired for rleetmitv. Indus¬ 
trial users for whom power is an important out expand operations. and new lomp.imes 
arc established m the ic^nm 11 m long-term ctavtmtv, therefore. is greater than that 
of U»r sh^rMerm These nl course. would lie mndibrd in eases where the 

coimmdirv i an 1 h- stored and w here hovers hcln-vt the future price will Ik higher. 
In surli .i t .IK' a prtm rut would reveal great elasticity of demand m the short rtm, 

* For vi further discussion of the diet tv d uuomc changes mi drvnand see p. 68. 
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particular linn var\ vvit!i tin* nature oi the produc t and the structure 
of tin* market m which it is sold, Changes in consumer income are 
ot direct importance for companies selling final or consumer goods. 
Not onlv changes in the total size of the national income in the hands 
of consumers hut changes in its distribution among various spend¬ 
ing units are important. Further, in estimating the sales jrotentuds 
of national or regional maikets, change's in the number and geo¬ 
graphic distrilmtion of consuming units must lie taken into account 
(changes in consumei tastes affect demand for a company's product, 
and to some extent advertising can influence these preferences. 
When substitutes appear on the market, a company may find the 
demand for its product dec lining because of a switch to the new 
products. Of course, the drawing power of a substitute is affected by 
its price in relation to that of the product for which it is substituted. 
Similarly, the development of new uses will have the favorable effec t 
of increasing the demand for the firms product. Much of what is 
called "product research” is devoted to the creation of new product* 
(i.e., substitutes for old ones ) and new uses for old products. 

When a finn is selling to other business firms who use* the product 
in their manufacturing operations (as raw' materials, supplies, pur¬ 
chased parts, equipment, or plant ) or who resell the product as a 
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finished good, anticipation of changes in prices and profits is im¬ 
portant. In this case the demand for the product is based on the de¬ 
mand for products of the buyer companies. It is, therefore, called 
a “derived demand.” This term is used by economists principally 
where the relationship lx tween first product and final good is fairly 
direct, as in the case of leather and shoes or crude oil and gasoline. 
It is true, of course, that all industrial goods are in the jwixitiou of 
being in derived demand, though for many pint's of capital equip¬ 
ment the relationship is so indirect as to make it difficult to trac e. 

Another factor influencing the demand lor goods, consumer and 
industrial alike, is changes in inventory, businessmen must create 
stocks of goods in advance of manufacture and resale. But the size 
of these stocks, both absolutely and in relation to sales, can vary. 
With the prospect of increasing prices and sales, business buyers 
tend to build up inventories, thus increasing demand hevond the 
actual increase they have experienced in their own sales. With de¬ 
clining prices and sales, tlx* opposite is true (lapitnl goods {plant 
and equipment » are peculiarly subject to these shifts in demand. 

Timing of Shift» 

(Changes in demand sometimes follow more or less regular pat¬ 
terns over time. Some of these patterns recur annually and arc called 
“seasonal variations” of demand because? the intensity of demand for 
a product increases and decreases with the seasons of the year. A 
peak of sales at Christmas tune in the department-store trade repre¬ 
sents a positive seasonal shift of demand, just as slackening of sales 
after the first of the year represents a negative shift of demand. 

In a less predictable manner the sales of certain goods increase 
and decrease with phases of the business rvcle. The demand for con¬ 
sumer durable goods, such as domestic refrigerators and automo¬ 
biles. shifts radically with the swings of the business cycle. Industrial 
g«x>ds are even more subject to cyclical fluctuations in demand. 

Business companies engaged in the manufacture of ravon, chemi¬ 
cals, and drugs have experienced increases of demand in recent 
years which have persisted even in the face of declines in general 
business activity, and in good years the increases of demand have 
outstripped those for main other products These are examples of a 
long-term or xccular increase in the demand. The bituminous coal 
industry and the silk hosiery industry present instances of secular 
declines in demand. In mam business companies shifts of this nature 
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are the most important cause of changes in sales volume from one 
year to the next, 

During World War II there was a sudden increase in the demand 
for many products. Mills producing cotton textiles, for example, 
found that the long secular decline in demand for their products 
was reversed and that war orders shifted their demand beyond the 
limits of effective capacity. With the end of hostilities and the satis¬ 
faction of immediate postwar civilian needs, demand again declined 
in intensity. These shifts are termed "erratic movements” because 
they follow no predictable pattern of recurrence or growth. 

co\irrriTio\ amoxc simirs 

The forego ini’ section presented the formal conditions governing 
the elasticity of demand for a firm's product. It was stated that two 
basic factors are chiefb influential in determining demand; con¬ 
sumer income and substitution. It is yet to be explained how these 
factors operate in actual situations. Some business companies have 
highly elastic demand curves; a small change in price brings great 
changes in amount demanded. Other companies have somewhat in¬ 
elastic demand curves for the products thev sell In the latter case 
the amount demanded is not greatly. influenced by changes in price. 
What conditions explain clastic demand curves for some firms, in¬ 
elastic for others? 

A study of actual markets indicates that the following factors, 
among others, afleet the elasticity of particular companies' demand 
curves: the number and si/e of sellers (and buyers), the nature of 
the product, the channels of distribution, the age of the industry, 
and the existence of patents, copyrights, and trade-marks. Although 
it is not possible to find any relationship so precise as statistical cor¬ 
relation lx*!ween these factors and the elasticity of a given firm’s 
demand curve, there is much factual evidence to indicate the causal 
link between these market conditions and elasticity of demand. In 
this* section we shall consider the effect of mimlxrrs and size of sellers 
on the elasticity of a firm s demand curve. Subsequent sections ex¬ 
amine other factors influencing elasticity of demand, 

Number of Firm* in Industry 

Broadly, the proposition that a large number of sellers promotes 
elasticity of demand for the individual seller, while a small number 
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encourages inelasticity, is accurate. But the proposition requires 
some refinement to be useful. In tlie case of the 1 ,364,(KM) wheat 
farmers, cited above, demand for the individual firm (i.e., the wheat 
farmer) is perfectly elastic. No one farmer's action can influence the 
market price, which he therefore takes as given. At the* other ex¬ 
treme, in the case of a single firm monopoly, such as DeBeers Con¬ 
solidated Mines, Ltd ( the South African diamond trust), demand 
is inelastic within certain price ranges. A survey of American indus¬ 
try shows that most actual market stiuctmcs fall between these ex¬ 
tremes." The interest of businessmen and economists frequently 
centers on situations such as those in the steel, automobile, and 
chemical industries, where the small number of producers and the 
large size of some units ailed demand. Unlike the wheat farmer, 
each firm in these industries produces such a large part of the total 
output that a price cut affects the amount which it can sell, the firm 
does not have a completely elastic demand curve. And, like the dia¬ 
mond monopoly, each firm in these industries is aware that its own 
actions affect its competitors. A price cut is likely to invite retalia¬ 
tion; a firm cannot ordinarily expand its share of the market for any 
long period of time) by price reductions. The rflriiivr elasticity of 
its demand curve (considering the reactions of competitors) is less 
than the elasticity it /nig/?/ experience if other linns wen* unaffected 
by its action. 

In actual business situations there ts no certainty that each one 
of a small nmnlx-r of producers in an industry will act with careful 
regard for the reactions of others. Although in the rubber tire 
industry, four firms in 1937 accounted tor SO per cent of total output, 
producers have frequently acted more with regard for the immediate 
advantages of a price cut than with regard for reactions of com¬ 
petitors. On the other hand, firms in industries where numbers are 
larger sometimes act with careful Tab ulation of competitors* reac¬ 
tions. The logical (but illegal) outcome of this course of action is 
the cartel, in which firms agree not to concrete in matters of price, 
terms, and other conditions of sale. 

Sisr of Firms 

Just as the immlver of firms alone offers no sure measure of the 
elasticity of demand for the individual company, so also the size of 

* Clair Wilctu, (\vn%prHtum tt*ul m .A'iktuwi Iwhivtry (T.S.E.C . 
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firms affords no precise indication of elasticity. In some industries, 
such as steel. certain producers are so clearly dominant that reac¬ 
tions of smaller producers are well disciplined. In these Industrie*?; 
smaller producers are well aware of the proha hie consequences if 
they were to trust in the potential elasticity of demand based on 
unilateral price reduction. In industries where the dominance of one 
or a few producers is not clearly established, the haziness of the 
competitive atmosphere mav lead smaller producers to believe that 
minor price cuts will not induce retaliation. The demand curve for 
suc h a firm possesses a high decree of elasticity. 

In any case, the eflerthr elasticitv of demand is not to he deter¬ 
mined completely bv the numbers or si/e of competitors in an indus¬ 
try. Other factors affecting market relations, such as the nature of 
the product, channels of distribution, etc., e xert a powerful influence 
in determining the 4 net elasticity of demand. 

SAI1K1 ('f 77 //. nuun Cl AM) ('ll AW CIS OF DISTHIHI'TIOS 

In the foiegoing section it was stated that market relations among 
business companies determine the* elasticity of demand. Two aspects 
of market relations are considered in this section: those- which arise 
out of thi" nature of the product and those* which come from the 
character of the channels of distribution. 

Differentiation of Product 

Manv companies which are commonly regarded as members of 
the same industry make and sell products which arc* not identical. 
The basis for this differentiation of one company's product from 
another's mas rest in some distinctive characteristic, such as design, 
trade-name*, or patented feature*. Campbell s soup, Fcpsodcut tooth 
paste. Lucky Strike cigarettes—these and countless other differenti¬ 
ated products arc* among the most familiar features of our daily 
lives. Similarly, the service product of a retail store is distinguished 
from that of other stores b\ a complex differentiation, such as store 
location, customer services, and even tin* smile of the proprietor. 
Differentiation of products can he created and accentuated by ad¬ 
vertising and other devices of sales promotion. As a result, groups 
of consumers attach themselves more or less firmly to companies 
whose products they prefer. 
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What is the effect of differentiation on demand? It is at once 
evident that consumer preferences for the products of particular 
companies influence the prices they will pay for these products. A 
higher price will not cause all consumers to desert the product. 
Indeed, in some cases differentiation has so firmly established cus¬ 
tomer preference that a much higher price has little effect in reduc¬ 
ing the amount demanded. On the* other hand, there are those who 
prefer other products or who are repelled bv the differentiation of 
a particular company's product. For this class of consumers a price 
reduction below the general level of competing products may have 
little effect in attracting them to buv the product in <|urstion. The 
net effect is that substitution between this pioduet and other prod¬ 
ucts has been somewhat cut clown. In the language of economists, 
the seller of a differentiated product is a 'Vjuusi-monopolist. ’ The 
elasticity of demand for his product is less than that for a perfectly 
substitutable (standardized) product. His demand cum 1 , instead 
of being horizontal, as in the* case ol tin* wheat farmer, is somewhat 
sloped, less being demanded at high prices and more at lower prices 
(see Exhibit 4. p 58). 

Other Product CharactcrwticR Influencing Demand 

The market demand for luxuries, taken as a class, lias usually been 
represented as more elastic than the demand for necessities. This 
brings up the subjective classification what is a luxury and what 
is a necessity. Clearly, income has an important effect on how con¬ 
sumers classify their wants. Citrus fruit, for a very low-income 
family, rnav be a luxury, for a family of middle income it may In* 
classified as a necessity. The matter of taste also enters. However, 
there are some products so clearly in the luxury class for most con¬ 
sumers, such as caviar and champagne, that price is likely to make 
a difference in the amount demanded. Similarly, there are other 
products. such as milk for infants, which are so generally considered 
necessities that the demand is inelastic. It is iin|>ortant to recognize 
that in this discussion we have l>een speaking of market demand for 
the product, as influenced In its luxury or necessity character. The 
elasticity of the individual firm's demand curve may not 1 >e directly 
relate! to the elasticity of the market curve. That depends on other 
aspects of market structure, such as the unrulier of competing firms, 
differentiation of product, etc. 

Another product characteristic bearing on the nature of demand 
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is durability. With the increasing cumulation of capital in the econ¬ 
omy, in the hands both of producers and of consumers, the rate at 
which new goods are taken off the market depends on the existing 
stock of goods now in user hands. Where the useful life of existing 
consumer and producer capital goods can lx* extended oxer many 
years, additions and replacements can fall to a very low level if 
income and revenue prospects are not sustained. The development 
of durable capital goods, with the accompanying feature of extensi¬ 
bility of life, places great importance on the expectations of business¬ 
men and consumers. At the same time this characteristic of durability 
of capital goods—whether producers’ or consumers*—creates a vola¬ 
tile situation in the econonn where demand can shift radically in a 
short space of time. 

belated to dmubilitx is the distinction between consumers' and 
producers' goods. In general, producers’ goods are more durable 
than consumers’; and this creates a greater potential in industrial 
markets for drastic shifts of demand. There is a further distinction, 
however Businessmen purchase producers’ gtxxls for use in further 
production. When business is expanding, entrepreneurial calcula¬ 
tions necessarilx run in advance and hexond the results currently 
appearing in consumer markets. The liras x* machinery and plant 
of a steel rolling mill must he purchased years in advance of the 
satisfaction o( demand for the automobile which is made from sheet 
steel. The demand for machinery, therefore, rises more rapidly and 
also declines more abruptly than does the demand for <*onMiinrr 
goods made with the machinery. In a word, the demand for producer 
goods is more sensitive than the demand for consumer goods. Be¬ 
lated to this fundamental characteristic of capitalistic production is 
the role of inventories. The size of these also is based on expectations’ 
for demand. In general, as the* expected future rate of .sale- increases, 
inventories mount, but at a faster rate. Inventories of raw materials 
and industrial supplies are frequently more volatile than inventories 
of consumer goods. 

Channel* of Distrilmtion 

Closely related to the product itse lf are the channels through 
which it is distributed. Where these involve a succession of inde¬ 
pendent middlemen, each of whom must assess a margin against 
the price of the product, demand is likely to be less elastic than 
when the product passes to the consumer through shorter channels. 
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Margins arc somewhat conventionally determined and are fre- 
<|ueutlv inflexible as a percentage of wholesale cost to the merchant. 
This is proliahlv one reason why rt iail prices in general are less 
flexible than wholesale prices. The attempt to preserve margins is 
found in numerous lines where prices are maintained under so-called 
"fair trade'* laws. 

CliAXCrS IX COXSt MKH IXCOSfE 

Businessmen and economists have for main \ ears been aware of 
the im]H>itant. effect of changes in the price of a commodity or 
service on the amount which could be sold, It was this relation be- 
tween price and amount demanded which led economists to formu¬ 
late the demand curve of economic tlieorv, which is essentially a 
schedule of price-quantity relationships. With the concept of the 
demand curse, it became possible to speak of "elasticity of demand. 1 ’ 
meaning the relative effect of a piict change on the amount de¬ 
manded. Since the quantitv demanded varies with the price at 
which the product is offered, this relationship is called ‘ price elas¬ 
ticity of demand." 

Price elastieitv oi demand is a static concept. It assumes that there 
is no change in the basic conditions of the market. Now it is tpiitc 
clear that in the actual markets with which businessmen are con¬ 
cerned conditions seldom 01 never remain the same Most of the 
important facts on which a businessman bases his estimates of 
demand relate to changes in market conditions, for this reason 
company executives Ate usually more concerned alrout the effect 
of market changes which cause shifts nt demand than thev are 
aUnit the influence of changes in their own prices on the amount 
sold. 

Among the changes which can take place in markets, none is more 
important than increases and decreases ot consumer incomes, Al¬ 
though. over a period of years, the uses of the product can change, 
substitutes can l*e developed, prices of computing goods can shift, 
and other conditions affecting demand can change, variation in 
consumer incomes is, tor mam classes of products, the most im¬ 
portant determinant of the amount demanded. The relationship l>e- 
tween changes in income and changes in the amount demanded can 
be formalized in the concept t ailed income elastieitv of demand/ 1 
Just as price elasticity indicates the effect of variations in price on 



ANALYSIS OF DEMAND 


the amount demanded, so income elasticity shows the effect of 
variations in consumer income on the amount demanded. 

Changes in consumer income directly and indirectly affect the* 
demand for all types of products. Changes in income indirectly 
affect the demand of business buyers at different levels in the man- 
ufacturing and marketing processes. At the final retail level for 
consumer goods, however, income changes evert a direct effect on 
demand. Here changes in the volume of retail sales are influenced 
chiefly In changes in the lex el of consumer incomes This is because 
the dollars in the hands of consumers are a direc t ninnev demand 
for the finished goods winc h money cun I) m. Tin* expenditures of 
consumers can hr directly related to their incomes. Of course, the 
effects of a change in the )e\ol of consumer incomes will be different 
for different lines oi retail trade. Durable goods respond in one way. 
nondurables in another; jexvelrx sales have a different relationship 
to changes in consumer income than do sales of automobile tires. 


l''OHI\CASTI\C PIMASD 

Businessme n employ numerous methods of forecasting demand. 
Often the forecast is little more than a shrewd guess, which has little 
claim to scientific precision. For the most part these forecasts do 
not attempt to relate price changes to variations in the amount of 
a particular product which can Ik* sold. These forecasts, therefore, 
are not statistical schedules of puce elasticity of demand. Usually 
the estimates of sales relate to groups of produc ts or the entire out¬ 
put of the firm rather than to individual products. Frequently, also, 
the estimates arc 1 projected on the assumption that prices of the* 
products remain constant. Under these conditions, attention is di¬ 
rected to other v ariables which influence sales volume/ 1 

M.atk interest. on tbr part of businessmen. in tor effect of prbe cbanp'S on 
volume nf sales has |»eon attributed !■* the L'^iirr.il belief that i richest rv demand is 
iwlastn . Thus price makes lit tic- different *■ jh «.-*!* s. if competitors mate h one another's 
price's. Tin* prrponcl»T,\»t 'lb** tv of advert nmi', chamres to national income, an*I 
product modduatmn also obscure the influent* of pn< e c h.ingf s in mam markets. 
In industries where prices have remained urn hanged out long periods, lark of 
vX|H:rienvc with tli# effects of pme t hanifes Irud' businessmen to und* n aluo this 
factor. Server,*! nut bod.s arc available. Iwmitut, for < striuating the eflrfl of price on 
fjuanlitv sold. ( I s controlled experiments, *2? <crreLUu»u analysis of historical 
records * 3 *■ examination of price exj*. riem -ex. i h prospect rptestionnriirrs. (5) 
presses of expenenc ed observers, an*! ift i eutpneenni.* estimates. Of these method*, 
the i < Tip oiled experiment bolds the greatest pmnuo . Ibis consists m % arsing tlie 
prices t harmed am! noting the eflei t on nnaih-r of units s**id and. at tJie same time, 
bolding constant other conditions which alb-tt sales volume. Several forms of con- 
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The selection of significant variables causally related to changes 
in the volume* of sales is the heart of the problem of sales forecasting. 
These variable* indicating demand for the firm's products may be 
selected from a wide range* of relationships. A manufacturer of 
plumbing supplies may look to the volume of construction awards 
to forecast sales. Railroads may follow crop reports and industrial 
production data to forecast volume of freight traffic. For many 
purposes, forecasts of consumer income are a valuable basis for 
estimating sales. When these data are used, the sales forecast is 
basically a determination of the income elasticity of demand for the 
products in question. Proposed capital expenditures, estimates pre¬ 
pared quarterly by the United States Department of Commerce, 
are an important basis of sales forecasting in many industries. 
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Elasticity and Shifts of Demand 

Com 111: SEW YORK, SEW HAYES . A YD HARTFORD 
RAILROAD it) 

The management of the New Haven Railroad anticipated that, 
with the opening ol the World s Fair in New York in April, 1939, 
the railroad would be unable to handle the probable volume of 
travel at existing rates. It was believed that the greatest pressure 
would arise as a result of the low Sundae excursion rates, which 
were calculated at about one cent a mile. Excursion rates usually 
drew peak traffic in summertime. The railroad therefore raised these 
rates for travel into, but not out of. New York. The higher fares 
went into efleet on April 30 and continued to August (\ 1939. 
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Questions 

1. Was the demand for excursion travel on the New Haven Railroad 
elastic or inelastic? On what assumptions do von base your answer? 

2. Is it probable that excursion travel is more sensitive to rate changes 
than regular travel? Why? 
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8. What does the volume of travel after August l> indicate about the 
nature of demand? 

Cast 11-2: IJXCOLS CVH LISES, ISC . 

On May 8, 1947, the Lincoln City lanes, Inc., a corporation op¬ 
erating passengei buses in the city of Lincoln, Nebraska, filed an 
application with the Nebraska State Railway Commission tor an 
increase in fares. The compam contended that, Iwcause of increase's 
in costs of labor, equipment, and other elements of operation, the 
5*cent fare failed to virld sufficient revenue to cover operating ex- 
(leases, including taxes, and to provide a propei reserve tor replace¬ 
ments or to permit it to receive a fair return upon tin* value of the 
proper!v used in its business. The compam also contended that, the 
revenues which it received were inadequate to covei extension of its 
operations into new areas and improvements in service in accordance 
with current public demand. 

The Lincoln (atv Lines was formed bv the merger of several cor¬ 
porations which had originally rendered street railway service in 
the city of Lincoln. In 1944 all the company'* capital stea k, bonds, 
and notes outstanding were acquired bv the National Citv Lines, 
Inc., of Chicago. 'Hie National (atv Lines was a holding compam 
which operated subsidiary transportation lines in mans large* and 
inedhmesi/ed cities over the cnuutrv. Whe ne ver practicable, it was 
the |*olicv of the National (atv Lines to convert the stree t railway 
equipment of its subsidiaries to motor bus equipment. In the case of 
the Lincoln City Lines this conversion from street ears to buses was 
completed by September 1. 1944 

Shortly after its acepiisition bv National Citv Lines, the Lincoln 
Citv Lines, with authority granted to it In the* Nebraska State Rail¬ 
wav Commission, vnlimtarilv placed in effect a reduced schedule of 
tares which provided for a basic 5-cent rate This o-cent fare was 
not requested or adjusted as a result of a revaluation of the property 
or a determination of lair return on investment or the employment 
of am other of the usual factors in rate making. 

During the war the (population of Lincoln had increased an esti¬ 
mated LS per cent over the 1940 Census figure of SL9S4. Much of 
this increase had come from industrial workers attracted to the* citv 
by the growth of war plants. With the reduction in war contracts, 
many of these workers returned to their homes in otheT regions, 
causing a decline in the city’s population. As a result, the number 
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of passengers carried by the Lincoln City Lines declined from 13,- 
470.198 in 19-15 to 11.673,695 in 1946. Revenues decreased from 
$686,524.10 to $595,451,24/ 

Of the total number of revenue passengers, the company esti¬ 
mated that 72 per cent wore workers in industrial companies and 
business firms who were accustomed to ride to and from work by 
public transportation. Peak loads, which accounted for 60 per cent 
of the total revenue, came between 6:00 a m. and 8.30 a,m. and 
between 3.30 i\m. and 5:45 i\m. The sharpest peak was reached 
during the latter period, at which time all available equipment was 
used. In the off-peak periods 48-51 per cent of the operating equip¬ 
ment was used. Saturday traffic' nsuallv equaled traffic on the other 
weekdays, but the flow was smooth and regular without marked 
peaks. Sund.o s and holidays resulted in a reduction of traffic to less 
than half the normal weekday \ohmic. 

Distances from their homes to places of employment presented 
most industrial workers in the city of Lincoln from walking to work, 
although in the spring and autumn months there was a perceptible 
increase in the numbers who walked. For similar reasons the riding 
of bicycles, which bad increased under the pressure of wartime 
gasoline shortages, was not an important means of transportation. 
Ta\i fart's in Lincoln were 25 cents for the first half-mile and 10 
cents for each additional quarter-mile. There were no additional 
charges for more than one passenger. At rush hours taxis were fre¬ 
quently unavailable, especially outside the main shopping district. 
Bv citv ordinance taxis were forbidden to solicit rides on routes 
covered by public transportation. 

Ownership of private automobiles in Lincoln was well above the 
national average, but a consumer survey showed that automobile 
ownership dropped from 70.9 per cent in 1945 to 63.2 |>er cent in 
1946. Phis was attributed to higher initial costs of purchasing new 
automobiles and to higher operating costs. In the central shopping 
district, parking-lot fees ranged from 35 to 60 cents per dav, al¬ 
though monthly rates of $6.00 to $10.00 were offered regular pa¬ 
trons. In the wholesale and industrial districts parking fees were 
lower, and companies frequently provided parking space for their 
employees’ cars. 

In addition to traffic derived from passengers going to and from 

1 Thc*< total* int.1m.Je email amounts t»f non|>.t*so?i|;rr rrwrw**, Midi as that from 
chartering and advertising. 
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work, there was a substantial volume of revenue traffic from women 
shoppers,who customarily traveled to and from downtown shopping 
districts in off-peak hours. During and after the war, growth of 
suburban shopping centers had reduced the numbers of shoppers 
going to the central shopping district. The Lincoln City Lines had 
studied the advisability of encouraging this off-peak travel by re¬ 
duced rates, but up to May, 1947, when the general rate increase 
was roc|nested, no definite steps had l>een taken. 

The proposed rate increases submitted to the railway commission 
in May, 1947, called for a regular cash fart' of 10 cents or, alterna¬ 
tively, tht- pavment of a token, which was to be sold at tin* rate of 
three for 25 cents. Children between the ages of five and twelve 
years were to ride at the cash fare of 5 cents. Children under five 
years of age, when accompanied bv a revenue passenger, would lx* 
carried free. A forecast of the proportion of passengers that would 
ride at the various rates proposed by the company indicated the 


following division of traffic: 
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The company anticipated a decrease in traffic for the year 1947 
as a result of the decline in population and in industrial production. 
If the requested rate increase were granted, the cornpam believed 
the combined effect of all factors, including the rate increase, would 
reduce the annual number of revenue passengers to 9 ,S 26,95(1 

(^U-SMOVS 

I Was it advisable for the Lincoln liity Lines to apply for a rate in- 
creasr in May, 1947? 

2. Would the proposed increase affect all classes of traffic equally? 

3. Would it \h' desirable to offer lower rates to some classes of traffic? On 
what grounds is it justifiable to have lower rates for children? 

4. In the absence of state regulation of rates, what prices would an in¬ 
telligent street railway management set? 

C<m? n-S: AMERICAS MARKET!SC ASSOClATlOS 

In the fall of 1946 the directors of the* American Marketing Asso¬ 
ciation decided that more revenue w as needed for meeting current 
operating ex|K*nscs of the association, and they were considering. 
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therefore, raising membership dues from $5.00 to $10.00 per annum. 
On November 1, 1946. the president and directors polled the mem¬ 
bership as to the desirability of increasing the dues. Along with the 
ballot, which was mailed to each member, was sent an explanatory 
letter setting forth the need for increased revenues. This letter noted 
that there had been a marked rise in the limnlter of members belong¬ 
ing to the association (Exhibit 1) and that the work of the secre¬ 
tary's office had grown to such an extent that it now seemed desir¬ 
able to increase the amount of paid secretarial help. 

Exhibit l 
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Tlie letter also pointed out that, with tlie increased membership 
and the establishment of sixteen chapters of the association through¬ 
out the Tinted States, it was necessary to provide a travel budget so 
that the officers of the association could keep in closer touch with 
the membership. The directors also believed that it was desirable 
to establish a monthly bulletin to be sent to all members. In the 
years following the war, printing costs had risen, and these, together 
with the expanded membership rolls, hud led to greater expense 
in sending out periodic letters to the membership. With the in¬ 
crease in membership, distribution costs for the Journal of Market¬ 
ing, the official periodical, had also risen. The directors, furthermore, 
proposed that the roster of membership, which had hitherto been 
sold to nu'inlHMs for $1.00 a copy, be sent at no additional charge 
to each member. 

On January 9. 1947, the secretary of the association announced 
that the membership, by a vote of 736 to 150, had ratified the in¬ 
crease in dues. The association immediately adopted an expanded 
budget for the year 1947 w hich reflected the conditions noted in the 
officers' letter of November 1, 1946. The increase in income and 
expenditures for 1947 over 1946 is shown in Exhibit 2. 
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Exhibit 1 
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V. Hifcifc. .>f Um> AtsiWh-flB Maik<i*ttH|L liSr'inr?, 

The American Marketing Association was formed in 1936 hv a 
merger of the American Marketing Society, which had lieen estab¬ 
lished in 1931, and the National Association of Marketing Teachers, 
founded in 1915. The major purposes of the American Marketing 
AsMx iation wore stated in the constitution as follows: 
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1. To foster scientific study and research in the field of marketing 

2. To develop sound thinking in marketing theory and more exact 
knowledge and definition of marketing principles 

3. To improve the methods and technique of marketing research 

4. To contribute to the improvement nt the teac hing of marketing 

5. To develop better public understanding and appreciation of market¬ 
ing problems 

fi. To studv and discuss legislation and judicial decisions regarding 
marketing 

7. To improve marketing personnel and studv personnel problems 

8. To record progress in marketing through the publication of a journal 

l J To encourage and uphold sound, honest practice's and to keep mar¬ 
keting work on a high ethical plane 

National meetings were hold twice a soar in Docombor and in Mav 
or Juno, f lit' association, after tin* morgor of the two parent or¬ 
ganizations, also established a new publication, the Journal of Mar- 
kiting which first appeared in Jnlv. Mod The now publication 
superseded the American Marketing Journal , w hich had been pulr- 
lished bv the American Marketing Society, and the Xational Mar¬ 
keting lierieu , which bad been published bv the National Associa¬ 
tion of Marketing Teachers. The Journal of Marketing appeared 
quarterly and was distributed without additional foe to the entire 
membership. 

The membership of the American Marketing Association was 
compost'd of individuals in three occupational groups: members 
cniploved bv business firms and trade-associations; teachers of mar¬ 
keting and related subjects in universities and colleges; and govern¬ 
ment officials. The respective percentages in each of these groups 
represented in the total membership in January. KMT, are shown 
as follows: 

/ '• r t 'r nt 
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Even in July. 1936, at the time of the merger of the* two parent 
organizations, members who were employed bv business companies 
outmirnlHTed university teachers and government officials. The in¬ 
crease in nicnd>ership from 1937 to 1948 /shown in Exhibit 1) was 
to a great extent from commercial rather than academic sources. 

The Journal of Marketing contained articles from mem tiers of all 
classes, but particularly from the university group. All except one 
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editardn-chief of tlte journal in the eleven years of its existence had 
been university faculty rnrmlim. It was generally Ixdieved that the 
university memliers considered the journal more important to their 
professional activities than did the business ineniluTS. 

Most of the members belonged to other prolessional organizations 
as well as to the Marketing Association. Some of these organizations 
had advanced their dues' during the period after the war while 
others had not. These changes are shown in Exhibit i5. 

Inhibit 7 
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In the letter to the membership on Novembe r 1. 1947. regaiding 
the advance in dues, the office rs pointed out that tlu % total cost of 
active participation in the Marketing Association was much greater 
for each member than the dues themselves: 

To place the matter m proper perspective, it must he generally con¬ 
ceded that A M A. tines have Iweti— am! will continue to he—a relatively 
small part of the eo*t of active participation m the affairs of the Associa¬ 
tion One who gets full measure ot benefit from his membership, who 
regularh attends local and national meetings and who contributes time 
and talent to committer work, will expend mam times the amount of the 
annual dues which sustain his membership in the course of such activity. 

Many business companies encouraged their executives to join the 
Marketing Association. It was customary for these companies to pay 
annual dues for their employee mem Iters as well as traveling and 
other convention expenses for association meetings. Many com- 
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panics also followed the practice of paying for weekly luncheons of 
local chapters which employee rnemlicrs attended. Universities, on 
the other hand, ordinarily did not pay for any membership expenses 
of their faculty except where their staff members were presenting 
papers at a convention. It was then the custom to pay for tromjiortu- 
tion and sometimes hotel expenses. Weekly luncheons were seldom 
paid for bv the universities. 

After the dues had been advanced from $5.00 to $10.00, total 
revenue increased from $11,225 in 19-16 to $25,725 in 1947. 

OrKsru inn 

1. W as the demand for membership in (he American Marketing Associa¬ 
tion elastic or inelastic? On what assumptions do you hast* vour an¬ 
swer? 

2 What was the prohahle diilercuce in elasticity of demand on the part 
nl university meinhcrs a*' compared with business memlicrs? 

3. What i t'oimmic factors accounted lor the increase in revenue of the 
American Marketing Association after the increase in dues from $3.00 
to $30.00? 

('mi ii i: \iw yohk, \i:w ihwrw axd fiARrronn 

HA/IMO.W \ ii) 

Prior to June L 1936, the basic passenger fare for railroad travel 
in the eastern United States was 3.6 cents per mile. For Pullman 
travel there was a surcharge above this basic rate. On June 1. 1936, 
by older oi the Interstate Commerce Commission, the basic rate 
was lowered to 2.0 cents per mile for coach travel. The Pullman rate 
was reduced to 3.0 cents per mile, and the surcharge was abolished. 
Those fares continued in effect until Job 25, 1938, w hen the Inter¬ 
state Commerce Commission authorized an increase in the coach 
rate to 2.5 cents per mile. The Pullman late remained at 3.0 cents 
per mile. On March 25, 1940, the commission restored the basic rate 
of 2.0 cents for coach travel. 

It was generally believed by officials of the Interstate Commerce 
Commission that a reduction of railroad passenger rates would, 
under many conditions, serve to increase total revenues. This view 
was not shared by officers of the New Haven Railroad. 1 A study of 
the demand for passenger travel on the New Haven bv Mr. William 

’ For statement* oj wws nf tlw* cnnumssion ami o( the ma nag* merit of the New 
Haven Railroad sv** intertfule Commerce Commwtum Reports, Vol. CX 'XIV , No. 
36550 . "PafiAcngcr Fans and Surtbarg^" ( Fcbrnsin 2R, 1956 ), pp, 174 ft. The 
opinion ol Commissioner Mevn is rqiirxim'ed at th<* rod of tins cause. 
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J. Dixon of Yale University threw some light on this problem. The 
Dixon sltif.lv was confined to one part of the New Haven system, the 
hcavilv traveled Slime Line miming from New York to Boston 
through the cities of Bridgeport, New Haven* New London, and 
Pn »vu fence/ 
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industrialized sections of soulhern Connecticut, bordering Long 
Island Sound, and the populous manufacturing areas of Rhode 
Island and eastern Massachusetts. In the period UkV>~40 this region 
experienced little change in population, the six principal cities on 
the route ol the New Haven having tin* following populations in 
1<M0: 
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t xhibii 3 

MAP OF THE SHoltK LINE OF THE NEW HAVEN KAI1 ItOAD* 



These cities provided the New Haven ILiilroad with a Jut'll density 
of traffic, amounting to 2.742.293 local passengers. or ■ 525J>I(>,000 
passenger miles in 1940. 

In order to determine the effect of rate changes on volume of 
traffic, the serves covered on!) local traffic\ that is, the trallic which 
originated in the six principal cities of the Shore Line and which 
had as destinations some one of these cities. Inte l line. 1 and com¬ 
muting traffic were excluded. Ticket-sales data were collected from 
station accounts by months for the veavs 1935—10 inclusive. 

The New Haven offered four tv pcs of passenger service: regular 
coach, regular Pullman, limited Pullman, and e xcursion. Hrgulur- 
fare traffic, both coach and Pullman, accounted for the largest part 
of total passenger revenue. For this reason it was decided to study 
the relationship of the volume of this traffic to rate changes. For 
purposes of this study the weighted averages of regular coach and 
regular Pullman fares wa re determined b\ giving effect to the num¬ 
ber of passenger miles actually recorded for eac h type of traffic. The 
result was a weighted average fare actually moving traffic in each 
period. 
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Although, as noted above, there were three primary rate changes 
in the period IfJG5—*10, from time to time minor changes of rate 
were introduced by the railroad. Prior to the Interstate Commerce 
Commission ruling of June 1, IMS, there was a 3.0-cent rate for 
thirtv-dav round trip and summer travel and a 2.5-ccnt rate for 
week-end trips, both valid in coaches and Pullman cars, between 
Providence and boston, the 2.5-cent rate also prevailed in fi% e-trip 
form, and on June 5, 1935, a otie-dav round trip ticket was estab¬ 
lished between these two points computed at approximately 2.0 
cents a mile. When the New York World’s Pair opened on April 30, 
1930, the* New Haven introduced sivtv-dav round-trip coach tickets 
at 2.25 ciruts per mile. These were at first good onlv for trips into 
New Yoik, but two months later thev were placed on a sv stem wide 
basis. During the Christmas season in both I93S and 19-39. special 
round trip coach tickets with limited return were sold for 2.0 cents 
a mile. During the entire period. Sunday and holida\ popular ex¬ 
cursion tickets between certain points, priced at approximately 1.0 
rent a mile, were on sale, as well as some spreial two-dav excursion 
tickets at somewhat higher rates. Except for the excursion rates, all 
of these minor fare changes 1 , as well as the three primary changes of 
June 1. 1930, Job 25, 195S. and March 25 1930, were included in 
the weighted average fares for regular traffic 1 

For each of the years 19:>> 30, weighted average fares of regular 
traffic were computed for the winter months—January, February, 
and March-—for the summer months —June, Jnlv, and August—and 
for the entire year. These several average fates were then placed 
against the respective traffic volumes for each of the sears under 
study, as shown by Exhibit 3. Graphic presentation of these data 
in Exhibit 5 reveals the existence of an unmistakable relationship 
between lares, traffic, and rev emit'. A fare reduction of >>h per cent, 
for example, from 3.0 to 2.0 cents per mile, was. on the average, 
associated with the following percentage increases in passenger 
miles and revenue: 

II S-itumr* 

\lt*nffts> Ai.rmnl 

IVthwiKcr mibw s7 117 HM 

litA-mw 23 4'» ;e> 

The survey noted that, on the graph for the summer months, the 
observation for 1930 w as below the curve of relationship localise 
there is a time lag of ulnnU two months after a fare change before 
traffic reaches the level it would ordinarily have at that fare. As 
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Exhibit 4 


AVERAGE FAKER, PASgKSCiKK MILE* AND REVENTKR FOR UK’AL 
TRAFFIC ON SHORE LINK OK NEW HAVEN RAILROAD, Itf35- 40 
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on tin* graph of animal figures, and faro changes probably contrib¬ 
uted to this, On the basis of this evidence it was tentatbelv con¬ 
cluded that traffic: solium* was strongly influenced hy the changes 
of fares and that, within the actual ranges of rate change, revenues 
would increase appreciably at lower fares. 

Sonic Jinpios cinents in e quipment were introduced in the period 
1935-40, On June 5, 1935, the streamlined “Cornet*’ began inih*-a- 
ruimite operation between Providence and Boston. The first of some 
two hundred new air-conditioned, streamlined oraches went into 
service late* in 1934 and the remainder at irregular intervals there¬ 
after up to the fall of 193S, although most Shore Line trains had 
been assigned this type of equipment by the end of 193ft. In addi¬ 
tion, many of the older cars in through service, including the dc luxe 
coaches purchased in 1931, were air-conditioned. 

'Die number of trains serving Shore lane jxiints remained essen- 
tiallv the same until April, 1940. when frequency of service was 
materially improxed. An hourly-on-the-hour leaving time between 
8:00 a.m. and 0:00 i*_m. was established from Boston and New York 
for trains connecting these two cities, and schedules for the run 
were cut fifteen to thirty minutes. The numlxT of New York-New 
Haven trains was increased hy 11 per cent, providing approximately 
half-hourlv service between these jxiints. Other schedules were also 
rearranged and new trains added. At this time, too, the extra fare 
for travel on the "Yankee Clipper 1 " was abolished, leaving the 
“Merchants’ Limited** as the onlv extra-fare train in tlx* svstern. 
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GRAPHIC RFXATIONHIIIPK OK AVERAGE PARKS, PASSENGER MILES, 
AND UEVKNTIS FOR LOCAL TRAFFIC ON S1IOHF. LINE OF NEW HAVEN 
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Minor adjustments in the running times of Shore Line trains were 
made throughout the period under study, the only general change 
aside from that of April, 1940, occurring in July, 1935, when the 
schedules of most New York-Boston trains were speeded ten to 
fifteen minutes. 

Aside from the influence of rate changes on volume of passenger 
traffic, it was possible that shifts in the level of business activity and 
in consumer income might have had some effect on travel. The 
Dixon survey, therefore, examined various indicators of business 
activ itv such as the Dun s Regional Trade Barometers for New York 
City and for Boston, department-store sales in New York and 
Boston, emplovmcnt and payroll statistics and volume of toll calls. 
In order to learn whether business actix itv caused the* deviations 
from the lines of relationship shown in Exhibit 5, actual passenger 
traffic volumes for each vear were plotted as deviations against 
various series showing business activity. It was discovered from 
these studies that business activity “does base some effect on pas¬ 
senger traffic, but a tremendous increase or decrease in such activity 
is required to produce a noticeable change in the regular fare traffic 
taken as a whole. ' In a similar manner, deviations were* plotted 
against changes in consumer income as shown by data on family 
buving power published bv Sales Afatuigrmrnt magazine. Again, tlu* 
conclusion was that passenger traffic "variations with income level 
are not too striking/** 

The Shore Line of the New Haven was faced with competition 
from four sources: private automobiles, buses, airplanes, and steam¬ 
ship lines. The short-haul character of the New IJaxei/s traffic made 
it exceedingly vulnerable to highway competition, especially that 
of private automobiles. A comparison of automobile registrations in 
the three New England states through which the Shore lane passes 
with Boston-New York rail travel is presented in Exhibit 6\ 

Monthly figures for private automobile traffic on the Merritt Park¬ 
way, which extends from a few miles west of New Haven to the 
New York state line, parallel to l/.S. Route 1 and the New Haven 
Shore Line, were available from electric-eve counts and toll-pay¬ 
ment records of the Connecticut State Highway Department. The 
counts were started in March, 1959, twenty months after the first 
section of the parkway opened. Traffic along the parkway showed 
a 14.7 per cent increase in ten months of 1940 over 1939, while rail- 
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road traffic to New York in and out of New Haven and Bridgeport, 
adjusted to a 2-cent-fare level, would have dropped 9.3 per cent. 

Ifi Kxhibits 7 and H are presented data For passenger traffic and 
fares, Boston-New York, on highway bus lines, airlines, and railroad. 

Exhibit 7 
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Some effect of reductions in rail fares in 1936 is evident in the 
decline of bus travel the following year. It is also possible that the 
rail rate increase in 1988 promoted the larger volume of bus travel 
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shown for that year. No decline in bus travel followed the rail rate 
reduction of 1940. 

Although the relatively high price of air travel made comparison 
witli total regular-fare rail traffic of little significance, the volume of 
air travel had an important Waring on Pullman traffic. Pullman 
traffic accounted for 14 per cent of the New Haven s total passenger 
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travel and for an even larger share of revenue. Alw>ut SO per cent 
of this traffic was Wtween New York and Boston and New York 
and Providence. The survev showed a marked downtrend in Pull* 
man travel over the period 1937-40. Although comparison of varia¬ 
tions in coach travel and Pullman travel showed little relationship 
!>etween these variables, comparisons of air travel and Pullman 
showed significant relationships. An increase in the former was 
clearly associated with a decrease in the latter. Likewise, Pullman 
traffic was found to be influenced appreciable bv the level of busi¬ 
ness activity and total buying income. 

In the period covered by this survey, four steamship lines com- 
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jxded with the Shore Line of the New Haven. The railroad’s sub¬ 
sidiary. the New England Steamship Company, operated two lines, 
one of which engage*! in service between New York and Providence 
and the other In**ween New York and Fall Hi\cr with bout-train 
connection to Boston. The Providence Line abandoned service in 
Mav, 1937, and the Fall River Line discontinued operations in July 
of that vear. The independently owned lines, the Eastern Steamship 
Company and the Colonial lane, operated between New York and 
Boston over the entire* period of the survey. Monthly figures of 
New York-Providence rail tickets sold showed no gain when the 
Providence Line discontinued operation in May, 1937. Officials of 
the New Haven were doubtful, however, whether the* small volume 
of the Providence Line s traffic, averaging only five or six hundred 
passengers a month, would have influenced railroad traffie. which 
was over twenty thousand a month at that time, An increase in New 
York-Boston rail traffic m Jnlv over |unc ot 1937. which ran contrary 
to the normal seasonal pattern, suggested that some of the Fall River 
Line traffic might have shifted to the railroad when that line aban¬ 
doned service earlv in July. Cornpanv officials noted, however, that 
increases in traffic of the two remaining steamship lines, Colonial 
and Eastern, mote than necnimted for the passengers lost bv the 
New England Steamship Companv It was also evident that reduc¬ 
tions in rail fares had not resulted in taking business from the 
water carriers; in both 193ft and 1937 flic* Eastern Steamship Com¬ 
pany and the Colonial lane experienced increases in traffic. 
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In addition to the external competition of other forms of trans¬ 
portation, regular-fare traffic mi the Shore Eine was influenced by 
two types of internal competition: limited-train service and excur¬ 
sion traffic. Limited trains competed exclusively with Pullman traf¬ 
fic, excursions with regular-fare coach traffic. 
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Two limited or extra-fare trains operated on the New Havens 
Shore Line during the period tinder study until April 28, 1940, when 
one of them, the* “Yankee Clipper," was taken out of that ( lass of 
service. The principal feature of limited trains was their short 
schedule time between New York and Boston. Prior to April 28, 
1940, this was four hours and thirtv minutes; thereafter it was re¬ 
duced to four hours and fifteen minutes The equipment of extra- 
fare trains* was not material!v changed during these vears except 
for remodeled diners; the Pullman, parlor, dub, and observation 
cars were of standard design. The “Yankrr Clippei ' served all points 
except Bridgeport; the “Merchants’ Limited'" did not stop at Bridge¬ 
port or New London. During the period when both trains were 
operated, the "Metchants' Limited alwa\s cairied about 50 per rent 
more passnigers than the 'Clipper/' possihb because of its five 
o'clock leaving time fiom New York and Boston compared to tbr 
one o'clock dcpatlmr of the “( lipper/' Prior to April 2S, 1910, New 
York-boston and New YorkProvidence passengers made up more 
than 90 per cent of the limited-train users. During this period about 
one-fourth of the Pullman traffic between these cities was limited- 
train traffic; after the “Clipper" was removed from extra-fare service 
this proportion dropped .somewhat. 

The]< 1 were two principal changes in limited-train fares in the 
period 1935- 40. The first occurred in 1930. when the Pullman rate 
was reduced to 3.0 cents a mile, At that time rxtta fares were in¬ 
creased. although the total fate on limited trains between Boston 
and New York was ieduced from SI 1.95 to $10.00. In 1940 the* total 
New York-Boston rate was further reduced to $9.00, with propor¬ 
tional reductions in the rate s between other points. There was no 
increase in the New York - Boston and New York- Providence traffic 
on the “Merchant because of this change. In fact, it did not even 
absorb anv passengers from the "Clipper' when this train was re-' 
moved from the extra-fare class. With tin* exception of jub, during 
the entire sear of 1940 until Deccmlrer the “Merchants' " monthly 
traffic was less than in 1939 when both trains were operating. 

Several kinds of excursions were operated bv the New Haven 
during the years 1935-40: Sunday and one-day holiday exc ursions, 
two and threc-dav holiday excursions, weekday World s Fair ex¬ 
cursions. and football excursions. The bulk of this traffic-, however, 
was confined to the Sunday and one-dav holidnv excursions which 



THOUSANDS OF EXCURSION PASSENGERS 


BUSINESS ECONOMICS 


90 

bxhibit 10 

EXH'ltAIOX I'ASSI-NCKHS AND AVERAGE REGULAR FARES, NEW YORK 
AND HOHTON-PROVIDtNCK, 193&-40 
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Smiri r \Vliliiiiti } icily of Drnumd for liailnnuf Trans¬ 
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Xvere continuously in effect over tins period. Excursion tickets, being 
at reduced rates, were valid only on certain trains, which were 
usually operated only lor excursion passengers. 

During most of this period the principal excursion rates approxi¬ 
mated one cent a mile. In the period from April 30 to August 6. 1939, 
they were temporarily raised somewhat above this level. From 1935 
to i940 total excursion traffic l>etween New York and Bridgeport. 
New York and New Haven, and New York and Providencc-Bost on 
declined from 400,000 passengers jxt annum to alxwt 200.000. In 
tliis same period, of course, regular coach fares were reduced 
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drastically. Exhibit 10 shows the graphic relationship of excursion 
travel and average regular fares. New York and Boston-Providence, 

Ql'ESTlONS 

1. Was the demand for regular-fare passenger transportation on the 
Shore lane of the New Haven Hail road clastic or inelastic? Why? 

2. From the standpoint of the New Haven management, was the reduc¬ 
tion, on March 25, 1940, in the basic rate for coach travel a desirable 
move? 

■1 In the light of the Dixon report, is the result «>! this reduction, shown 
in Exhibit 1, one you would have anticipated? Whv oi wliv not? 

4. What bearing have factors other than prices on the results shown? 

Al'l'ESDlX TO CASE U -4 

DISSENT!\(. OPINION Ol t OMMISSIONI H MEYElt OF 
INTFKSTAIT COMMI.IKT. COMMISSION 

It is said that the reduced Lues will increase' both gross and net 
revenues because of the increased volume of traffic which th< railroads 
will secure through them. The crucial point in the entire report, therefore, 
is the prosjiectho increase in the volume of traffic. 

That the reduced fares will result in some increase in the volume of 
traffic may be admitted. The extent of that inc rease is a matter of specu¬ 
lation. That it will be sufficient, as found m this report, not onlv to offset 
the losses resulting from the- reduction m the basic fares but sufficient 
to increase both the gross and the net revenue and correspondingly to 
improve the financial condition of the carriers is open to grave question. 
In fact, to me it seems almost a certainty that the e\j>cctrd result cannot 
Ik* realized. 

In rnv judgment the future of the passenger business of the railroads 
lies in the day coach. Basic fares of 2 cents and l cents, respectively, can¬ 
not attract to the railroads enough additional business to keep them 
whole, at least so far as the eastern district is concerned. 1 agree with the 
report that experiments which the railroads have been making for several 
years past must be continued, as pointed out in detail in the text. On what 
basis the equilibrium between competitive forces represented by com- 

E ating transportation agencies will or can be established no one can now 
jow, In my opinion it will not he on a basis of 2 cents and 3 rents, re¬ 
spectively, per passenger-mile on the railroads. A straight fare of 2 cents 
in coaches and 3 cents in puIlmans will not recover to the railroads the 
volume of traffic whic h this report asserts will result from the reduction 
and which must result to avoid confiscation. 

The report a portions the existing passenger mileage performed] by the 
traveling public in the entire country as follows: Buses 3 per cent, rail¬ 
roads 7 per cent, private automobiles 90 per cent. This is the lx\st estimate 

5 Inter, Commerce C.ummtositm Rcfk>rto. Vet. tCXh', \o. 20550 j Frbru 
2«, 1936), pp. 259-61. 
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available. The rej>ort further assumes that the increased volume of pas¬ 
senger traffic for the railroads must come chiefly from the private auto¬ 
mobile. I believe the latter also to be correct. However, in my judgment 
the basic fares of 2 cents and l cents can never recover from the private 
automobile the volume of traffic which this report assumes they will re¬ 
cover, and which thev must recover in order to prevent outright confisca¬ 
tion under tile order The soundness of this analysis can be tested any¬ 
where In any private automobile owner. Let rnc illustrate, using only 
the proposer! basic lares in the comparisons. 

It is a notorious fact that private automobiles generally arc not nearly 
used to the extent of their service life. The chief factor which enters into 
the decision on the part ol the private automobile owner when he is 
confronted hv the choice between using his automobile and riding on a 
railroad train is the cost of gasoline and oil Depreciation does not enter 
because lie lias his automobile anyhow arid he will nut exhaust its service 
life. Kvervone knows that the higher-priced heavy automobiles travel 
Only 10 miles or less on I gallon of gasoline, while the lighter and lower- 
priced ones travel from 15 to 20 miles and more on a gallon. Where only 
one person travels the t ost by train and hv automobile may approximate 
each other rather closely, depending chiefly upon the cost of a railroad 
ticket computed with the cost of gasoline consumed b\ that particular 
automobile. When two or more travel the set-up is radically different. 
Tor two persons the alternative presented is that of 4 cents nr f> tents per 
mile for both together hv rail, compared with from 1 cent to 2 cents |>er 
mile for both in a private automobile. Where three persons travel the com¬ 
parison is between fi cents and 9 cents per mile for the three together bv 
rail, compared with from 1 cent to 2 cents for the three together by 
private automobile. As the number of persons in the group becomes still 
greatci the decision against the railroad Incomes more decisive. As I have 
stated before, any out' owning an automobile can test this line of reason¬ 
ing lor himself anywhere where there art railmads and highways com¬ 
peting with one another, It is unnecessary to go into many minor factors 
such as weather, personal convenience, train schedules. location of rail¬ 
roads compared with highways, differences in time on the way, hours of 
departure or arrival, etc. 

Tacts like these demonstrate to my mind that much lower fares are 
needed than 2 cents and 5 cents respectively, in order to recover a large* 
volume of business from the private automobile. Highly profitable trains 
falling into the class of so called excursion trains, are being operated at 
fares much less than 2 cents per passenger-mile and even at less than 1 
cent. 

By reaching into pools of traffic of this kind and establishing fares 
which will attract that traffic at a profit, the railroads may reestablish 
themselves in the passenger business. No one claims that we can issue 
orders which will require such low fares on all traffic. That is a problem 
whieh is distinctly one for the management. The location of such pijols 
of traffic must lie discovered and develop'd bv the individual railroads 
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or groups of railroads. By application of commercial sales methods, with 
reasonable experimentation the railroads should be able to determine 
the extent to which low fares will be financially advantageous, just as a 
clothing merchant decides whether to sell suits that cost his customer $5 
and less, or higher-priced suits. 

Competition among Sellers 
Case 1l~5: G EXE HAL MOTORS CORPORATION 

The sharp recession in business activity which began in the 
summer of 1937 and continued through the spring of 1938 led 
economists and government officials to stiidv a wide range of pos¬ 
sible causes of the decline. Among the theories advanced to explain 
the downturn was the rigidity of prices maintained bv large indus¬ 
trial companies. Failure to reduce prices m the face of declining 
demand, some critics believed, led to the reduc tion of output and 
employment. From several sources within and without the govern¬ 
ment arose* a demand tor the investigation of the* economic 1 power 
exercised bv large corporations. Interest was centered particularly 
in the reasons whv large companies failed to reduce prices in time’ 
of declining business. As a result of this agitation the Temporary 
National Economic Committee, a joint body representing both 
houses of Congress and the executive branch ni the government, 
was formed to studv the concentration of power. 

On April 29. 19'38. President Roosevelt transmitted a message to 
the Congress relative’ to the* strengthening of the antitrust laws The 
message contained the follow ing statements regarding price polic ies 
of large corporations: 

One of the primary causes of our present difficulties lies in the disap- 

C earanee of price competition in many industrial fields, particularly in 
asic manufacture where concentrated economic power is most ev ident 
and w’here rigid prices and fluctuating pav rolls an* general. 

Managed industrial prices mean tewer jobs. It is no accident that in 
industries like cement and steel whe re prices have remained firm in the 
fac e of a falling demand pav rolls have shrunk as much as 10 ami 30 per¬ 
cent in recent months Nor is it mere chance that in most competitive 
industries where prices adjust themselves quickly to falling demand, pav 
rolls and cmplov merit have lieen far better maintained. 

The General Motors Corporation was the largest manufac turer 
of automobiles. Although, in 1938, there were twentv-two producers 

1 Temporary National Kcnnomir Owninittre. /nmirgafton of C'nmrufration of 
Economic r*mer, Part I. n 1ST 'Washington, DC.. {a* minutil Printing Office. 
KiBh 
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in the field, Gene ral Motors, together with Ford and Chrysler, ac¬ 
counted for 90 [^r cent of total output, hi the past many companies 
had entered tin* field and subsequently failed. 

In the model year 1937-38, which bewail with the sale of the* new 
model in November, 1937. the General Motors Corporation main¬ 
tained fixed price's on its various makes of automobiles. The Chevro¬ 
let, for example', was maintained throughout the model year at an 
average price of $738. 

fn riticI summei of 1937 a sharp decline in production, income, 
and employment developed in the United States, arid it was not 
until mid-summer of 193S that am substantial recovery took place. 

Certain economists took the view that the prices ol large industrial 
companies we re necessarily rigid in the short term. An examination 
by Dr. Homer IV Vanderbluc of the pricing experience of the Gen* 
era! Mr »lors Corporation in the 1937 -VS rec ession supported this 
v iew. The following excerpts art 1 taken from an article* bv I)r. Van- 
derblue appearing in the Harvard Business lit view for autumn, 

1939. 

t'tllCING COCK U.S 1\ Tin: Al TOMOHll.i: INDVSTHY 2 
I \riw \( r oi l) i;m \np 

If is mainly in the* short-time sense that automobile price policy lias 
hem attacked as one of "rigidity.’* This was the burden of the criticism 
toward the end of 1937. It is a commonplace that when demand falls off, 
prices of neither manufactured goods, notably producers’ capital goods, 
nor consumers' capital goods ot considerable unit values, are cut quickly 
and drastically. The critics, however, ask the manufacturer to reduce his 
prices by such an amount as will nuke it possible to maintain sales and 
production volume. This is sup|>o\ed to he simple arithmetic Let the 
mauufactiuer throw considerations oi cost and loss to the winds. Under 
this simple assumption--without inquiring as to its validity—it is, erf 
course, easy for one not bothered by having to consider costs or losses to 
suggest that the problem of maintaining employment is at onre simple 
and easy of statement if not of solution. But even if cost is to be ignored, 
a practical difficulty must l>e faced in appraising the demands of the 
market, should tin attempt he made to translate the assumption into busi¬ 
ness policy. In the case of automobiles, no one knows how much of a price 
cut would attain the end sought. Indeed no one knows whether even a 
drastic price c ut might not fail to attract anv perceptible number of po¬ 
tential nuyers. most of whom already osvn automobiles anyway.* In a 

■ T Ttcpnxluced hv permission. 

‘ The bn t is that » slump in having .dwa>> folkms wvits! gin*! years in which 
coviMinRTs Imtkl up then imcutnrv of unused transportation in new osits. They Ikiv 
in good times, and refrain from buying tit poor times, thus intensifying the depression, 
Mamihu tkiren want to sell, tousimurs withhold pun h*m*s. 
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period of recession when demand is shrinking steadily (it does not shrink 
»U at once and suddenly steady itself on a new basis), perhaps not even 
a series of price cuts would maintain sales volume If such a policy were 
once announced or even implied, demand would simply dry up. as buy¬ 
ers awaited the successive price declines. I'nder these circumstances* 
more inventories would pile up and a greater ultimate problem of liquida¬ 
tion would lx: created. The indigestion would become chronic. 

Conditions on the demand side of a market can never be known with 
the mathematical nicety that conditions on the supply side of that market 
ran be appraised. There, it is cost which is significant and the determina¬ 
tion of cost is a matter of the arithmetic of sound accounting. On the de¬ 
mand side, an attempt must be made to appraise vvliat the market will 
pay. Here there can be no such mathematical precision. We can know 
what the market dots pay; and we can know how much is sold at par¬ 
ticular price*. Hut we cannot hum how much more would he sold at a 
lower price or how much less at a higher price. At best the nearest ap¬ 
proximation must be a guess with a vs ide range of error. Here we are in 
the realm of opinion and conjecture. 

Abuse all. it is essential to appraise the elasticity of demand; and while 
this can perhaps be guessed at in verv general terms, it cannot be meas¬ 
ured with meets. Bv ela.sticitv ot demand is meant the extent to which a 
given price reduction will induce huger purchases, and the extent to 
which a given price advance vvill curtail them. Such price changes must 
be made, not by a single company, but by the industry as a whole. Ob¬ 
viously no single eompam can act alone since it cannot, in a competitive 
price field, be the onlv one to advance prices, and it will not be allowed 
bv the others to he alone in reducing them. Significant, also, is the fact 
that the degree of elasticity of demand is probably difierent for the same 
commodity when times arc good from what it is when times arc bad- 
Almost certainly is this true of the demand for automobiles and trucks. 
These call for a considerable initial expenditure on the part of the con¬ 
sumer and serve different uses where the demand is governed bv different 
cousidci aborts. 

For some commodities, notably the hare necessities of life, demand is 
probably highly inelastic at all times. Thus, a low pric e will not cause 
much more salt to be used bv individuals, or a high prk'e much less, and 
the total amount of salt which will he consumed does not differ greatly 
whether times are good or had. Its total cost is negligible in am individ¬ 
ual or family budget. New automobiles arc* not necessities in the sense 
that salt is a necessity, and automobile purchases, involving a consider¬ 
able expenditure per unit, are readily postponable and are not repeated 
at short intervals. Therefore, the elasticity of demand, a condition existing 
at any one time, is much less important in determining when the readi¬ 
ness to buy becomes real, than the degree or intentity of demand, which 
is a function of the state of prosperity in the economy. Tin- intensity of 
demand is governed by a willingness to buy at any practical price. 

The purchase of an automobile involves spending a substantial sum 
all at once, or making commitments (or monthly installments of sub- 
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stantial amount over a period of months. Therefore* it is clear that an im¬ 
portant, perhaps the governing, consideration in the mind of any prospec¬ 
tive purchaser of an automobile, new r»r used, is his appraisal of tin* 
probability that his current income will be maintained over a considerable 
interval of time. Such appraisal necessarily governs the intensity of his 
demand—fits willingness to buy, and his ability to buy at any price w ithin 
a reasonable range It is not surprising, therefore that sales in the low- 
price field are a larger percentage of tin* total in pour times and a smaller 
percentage n! the total in years of business expansion, or that the volume 
of automobile sales \aries w ith the total national income. If national in¬ 
come is hilling, sales of automobiles contract; if it is rising, sales expand. 

Between 1929 and 1942-194) national income* fell some 40' * , but the 
retail value of new cars fell some 7-V, Between 10 >2- 104*1 and 1047. na¬ 
tional income rose about iV w hile the retail value of new ears sold rose 
about 175', A decline in national income of less than 10'. be tween 1047 
and 19VH was in turn accompanied bv a drop in the amount spent for 
automobiles of about 40' ( . 

If general business conditions are glowing progressively worse, or if 
there is even fear that they will become worse, then it becomes well-nigh 
impossible to gauge how large a price cut would lie necessary to main¬ 
tain sales EspeeialK is this true for a commodity * automobile transporta¬ 
tion) where* there is a large supply ahead) in usr rs hands and w here 
both initial price and maintenance as well as operation costs are con¬ 
siderable. Necessarily also a cut in the price of new cars reduces the value 
of the used cat. which is frequently the "first payment" in an installment 
purchase. Tile automobile is a durable consumer good, and the problems 
created by this condition are highly complicated ones, not susceptible of 
Cine statistical measurement. 

The difficulty of appraising the effect of a particular course of action 
is further aggravated by the fact that so many tars are sold on install¬ 
ments. Even a considerable price reduction becomes much less important 
when, instead of a lump sum, monthly installments arc paxahle. On the 
other hand, buyers hesitate to assume such obligations, tint* at regular 
intervals over a period of months, when tliex are uncertain about the 1 
permanence of their current or near future income position. Instead, un¬ 
der such conditions. the\ trv to build up reserve funds, and the willing¬ 
ness to bm an expensive article thus becomes more restricted as the pur¬ 
chase is postponed. Demand shrinks, and sometimes very rapidly, as it 
did in late 1929 and again in late 1947. 

Another logical difficulty arises because of a frequent failure to distin¬ 
guish between elasticity of demand m condition rvisting at any one time) 
and the elasticity in one direction only, or rather the expansibility of the 
market which existed for automobiles in the years prior to 192b. This 
condition jHTsistrd over a period of nearly thirty years while the motor 
industry was growing toward maturity. So long as the big problem of the 

* Njficiut minim* .o menMiusi b\ il»c LVjkuttiH'iit of (jimineree senes. "Income 
Payment* in Iiwiivuhiah ” 
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industry was to product' to fill a vacuum, new sales could be secured in 
volume by cutting prices, or by offering a low-priced car, which would bo 
Absorbed by buyers who did not vet own a ear or who could trade down 
their old cars to buyers who had never before owned a cai. Selling in 
volume and manufacturing in volume produced a condition oi decreasing 
cost pci unit nt output in a growing industry Large sales brought low 
unit costs, low prices mean! large sales The depression of UH)7 was con¬ 
sequently taken by the industry in its stride, and that of 1921 caused a 
shrinkage of only 20'* in retail sales nt new passenger cars in tiiat year. 
\s a contrast the dumkage from 1929 to 19>2 was over 70' r. while in the 
lOkS-mode! year a 50' < decline orcnried from that of 1957. In the period 
oi automobile expansion new strata of btiveis wen attracted by pushing 
juices lower foi small cars, until picseutlv the whole price structure for 
automobiles was modified. Since 1020 even the nuiikct for automobiles 
has steadily become less expansible, a condition placing greater emphasis 
upon replacements and upon competition in quality rather than in price 
per unit ltep!a< einents now constitute a major part of tlic domestic mar¬ 
ket for new ears. 

I his being the ease demand has now' become highly sensitive to 
changes m the business outlook. When general conditions improve, the 
readiness to bm , even il tins involves going into debt, increases. Such 
was the situation in 195b and carlv Hi>7 and again in late HITS. In late 
1M57, however, as doubts of the tuture f>4-came real, sales contracted 
sharply. In the technical phrase of the economist, tin* demand curve, 
which in the several preceding sears had hern pushing to the right i u\ 
more ears could lx* soli! at the same price L was falling back so rapidly 
that it gave no clue as to how far it would go. 

The painful experience of fhc automobile industry in If)>7 and 1938 
brings out death the difficulties which the industry faces when a sudden 
shrinkage of demand occurs. 

Even after the event, it is not clear i or capable of anv rational estimate 
that would be useful in the administration of piactical affairs im a spot 
division > how much of a price cut made in January or March, 1958, or 
both, or in each of the months January- June. HITS, would have been 
necessary to maintain car sales close to the levels of early 1957 or even 
at tlie levels of finite conceivably such a policy publicly announced, 
or even whispered or rumored, would base drietl up sales almost com¬ 
pletely Nor can one even guess the extent to which such sales, if realized, 
would have mcrelv been tmrrowing from the 1959-ruodel year. If is highly 
questionable whether anything except very .substantial price cuts, in¬ 
volving heaw loss to the manufacturers, would have affected sales volume 
and employment in any important degree under the general conditions 
then limiting demand. Even deep ruts in price might have proved in 
effectual. Who knows-* Fear was high in mens minds; the: memories of 
1929-1955 were vivid. 

The failure to cut prices drastically in 1958 was thus due, not to a 
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failure to recognize the existence of the problems created by the shrink¬ 
age of demand, which were all too real, but to a realization that the 
problems were not simple. A raw* for lower pliers, by introducing new 
unceitaint irs into a situation already verv complicated, might well have 
resulted, not in larger sales but in smaller ones, in less production rather 
than more, m greater tmempluv merit rather than less. 

The |x>lu> followed was the polity winch exjierience had taught 
worked tjmrkeM to stabilize the whole automobile industry—manufac¬ 
turing arid distributing. New complications in distribution and finance 
were not created. We have seen that the dealers were already heavily 
stocked with new ears. They also had large stocks of used cars, largely 
carried over from the heavy trade in operations of late m>7. Instead of 
loading them with additional new cars the manufacturers curtailed the 
volume of ear production until available .supplies if* dealers’ hands (both 
new and used cars ) should he in better adjustment with demand B\ the 
summer of 19TH the situation was in balance again, and, with a sudden 
anti unheralded pick up in the demand for new ears, even before the in¬ 
troduction of new models in the autumn, it liecarne evident that the crisis 
had been passer! in orderly fashion 

We turn next to a statistical analysis of the events of 1937~l f XVv and 
a measurement of the extent of the lessened intensity of demand which 
set flic conditions under which the management of an automobile com¬ 
pany worked in the critical months of those years A governing charac¬ 
teristic of the demand for automobiles is a pronounced seasonal move¬ 
ment With new* car announcements coming around Novemlwr 1. as has 
been the* case since KK r >, sales normally reach their peak m April and 
then fall si wav fairly steadily until the end of the model selling year in 
Octolw r This seasonal movement reflects the governing importance of 
weather conditions on the .sales of automobiles, especially the cold w inter 
of the North (the major automobile market), which necessarily limits 
the amount of pleasure driving, and then the more moderate tempera¬ 
tures of tin* spring and summer. So well defined is it that a series of 
seasonal indexes ran he calculated w hich measure the mnnth-tn-month 
changes m the intensity of demand through the year, attributable to 
seasonable influences. 

Such indexes tor deliveries of (leneral Motors cars and trucks in the 
Ifklft-model year, based on November I announcement, are shown in 
Exhibit l. The figures there charted indicate the percentage of total an¬ 
nual sales expected to fall in each month. They are slightly different as 
between the two classes of product, a natural enough condition since 
cars and trucks art* Ixmght for different purposes. Thus, tlie April peak 
of passenger car sales is the higher, because new car purchases are made 
to a considerable extent in anticipation of greater use later on; and the 
demand for trucks holds steady during the summer, when that for pas- 
senger tars is contracting. Even in the poorest years of recent automobile 
history ( H>&2 and IftfVl) some spring pick-up in sales occurred. 

The seasonal index is an especially useful tool in determining, month 
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Exhibit 1 

SEASONAL EXPECTANCY OF DEMAND FOR GENERAL MOTORS (WHS 
A NT) THICKS FOR ISO* MOl >KL YEAR 


PER CENT 



by month, whether thr* volume of business in a particular month has 
shown the full seasonal expansion, characteristic of (fir months February- 
April, something more or something; lt*ss, or whether the shrinkage of 
htisiness in suet ceding months has been greater or less than the normal 
expectation. In months when the actual expansion of sales exceed normal 
or when the actual contraction of sales is less than normal, demand has 
expanded ( u\ intensified). W hen the c ontrary' conditions occ ur, demand 
has contracted. Intensity of demand is measured hv the volume* for num¬ 
ber of units) which can lie sold at a given price*. Since automobile prices 
svere not changed in 193S during t!w* model vear, we can, bv comparing 
actual performance with the earlier seasonal expectations of probable 
performance in a particular month, measure the shift in the intensity of 
demand. 

\V> begin with November. 1937 (Exhibit 2). If tlie Novemlx r rati of 
sales of cars and trucks (for simplicity of presentation the two are here 
combined) had been maintained throughout the model vear. with sales 
thereafter exactly conforming to the seasonal patterns illustrated in 
Exhibit 1 (demand neither contracting nor expanding}. the total produc¬ 
tion of the year would have lx*en represe nted by a horizontal line on the 
level of 1,319.000 units. Under these* circumstances, the annual rate of de- 
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ANMVU, It ATM <>J UKTAIL 1»M.IVKK1KS INDICATED IN EACH MONTH 
in ACTl Ah MONTHI.Y DEMVEIUI.SOK OENEHAE MDTOlti* PASriENDEK 
(VUES AND Till ( KS 



lurries (aftei allowance fur (hr seasonal pattern i would haw been 
constant over tin* war and the intensity of demand would have- !»cen 
steady 

What actually hapjvnod was something mt\ different. In rati) month 
from Vncmhcr until July sides h i! below (he seasonal expectation of a 
month heh«n\ In other words, rath month the annual ratt* of sales fell 
below the corresponding figure of the preceding month, This indicated a 
continuing reduction in the intensity of demand from month to month. 
In June, (lie low jxnnt of the war. sales were at the rate of 70*).000 units 
per annum Because the interim months had been alxwe that level, while 
July and August showed a reversal of the trend, sales for the model vear 
through August were at the animal rate of OdO.OOO ears and trucks, or 
approximately the March rate 4 n( sales. This is indicated bv the lower 
horizontal line on the chart. The difference In’twren 1 .->19,000 units and 
the unit sales through August at an annual rate of B>0,000 vehicles meas¬ 
ures the extent to which demand contracted during the mode) year 1938. 

But from \m ember through June the contraction hud lieen drastic 
and uninterrupted Sine* 1 prices remained unchanged, there had been, in 
the economist s phrase, a "leftward" shift of demand at the level of prices 
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obtaining in the market for General Motors ears. Demand hail Itecome 
less intensive month bv month 

Tile economic principles Uluru! the ('.moral Motors price policy have 
now been explained against the essentia! historical background. It has* 
not been tjueslioned that the prices of ness ears are ‘’‘administered/’ since 
they are 11 <*t the result of individual bargain bcvnnd the range of the 
used-car allowance. And with eipial fieedom. it lias been recognized that 
automobile prices are not jiggled with the seasons or as the phase of the 
business tvcle changes. They are not flexible prices. looked at as short-run 
phenomena, except as llexibilitv again is introduced bv variations in the 
used ear allowance. 


In an\ one sear the public readiness and ability to hue may shift 
(jmtkk irom vatisrs, ipnte outside the control of management, which 
base prmed largely unpredictable either bv government or by private 
agencies. I lie public readiness and ability to buv. not prices lor new cars 
set w ithin the narrow limits fixed bv practit abihtv, constitute the keys to 
employment in the autoinobile mdustrv An automobile is an evpensive, 
durable consumer good. Purchasers of new ears iircjueiitlv depend upon 
the abihtv to get a favorable trade-m allowance tor a used ear. The in- 
dustrv tin r* tore faces the comjx'tition of a well stocked used car market, 
and the (Aisleme of a huge reset voir of unused transportation in the 
hands of its potential customers. These r an postpone purchases for a con¬ 
siderable tune without lessening greatly the amount n! transportation 
service* currently used. They do so whenever, as in 193S, they become 
uuceitam about the future of their own income status When prospects 
are better, thev buv more free!) Herein lies the answer to the wide fluc¬ 
tuation in automobile sales. It does not lie in the pricing polio. 

()l I S] IONS 

1. What factors determine the elasticity of demand for automobiles? 

2- What factors account for shifts in demand? 

3. What effect have the size and number of sellers (manufacturers) in 
the automobile industry on the demand experienced bv the General 
Motors (’orpi•ration? 

4. Should the General Motors Corporation have reduced prices of new 
automobiles m the spring of HI3S? 

APPEXD1X A TO CASE IIS 

PKIC.'K PKOBLEMS. DEMAND I AH OKS ANT) 

TIIK INDIYIDCAL At.'lOMOHILK M AM TACTt'HKR fl 

It is perhaps needless to say that we who are associated with the auto 
mobile industry have hern working for a great many years on the problem 
F.SM-fpK (fee, *\V Suicmml of 0 *e Peiblrin'* by S 1 ,. <A M"|r»r« 

Carpuration in Oyiwnun of Autfrtnobih I U matul i W\k Yoti: Motor* 

Corjw •ration, l }, 
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of determining the* factors which influence the demand for our product, 
including the price furfur. However, most of the work done on this prob¬ 
lem by j>eople connected with the industry has Ihvh tor the purpose of 
helping a particular manufacturer to decide the questions which eon- 
frooted him m running his business. Thus, with respect to the effect of 
price ujMiu sales, such studies as have been made have usually t*een under¬ 
taken for the purpose of determining the probable effect of a change in 
the price of u particular ear upon the manufacturers volume and com¬ 
petitive position, as against its effect upon his profit margin Or. thev have 
iwii undertaken in order t«» determine the desirability of bringing not a 
lower r>r higher priced line of ears, m whii h ease not onlv the problem of 
pru**, but also the problem of a t hange m engineering specifications has 
to In 4 considered. I he automobile. like most manufactured products has 
certain minimum acceptable s|m*c ifn. aliens and a change in specifications 
niitv have more influence upon vadium* than a change in price Those are 
the kinds of price problems with whic h people connected w ith the auto¬ 
mobile industry have been thicflv concerned. And until recently, the 
problem ol determining for tin* industry as a whole the eliect of price 
changes upon totil! sales of all makes has hern of relatively little concern 
to individual automobile manufacturers. There arc sevend reasons for 
tliis. 

Pir\i, there is the difficulty of measuring price changes for the industry 
us a whole, in the ease of a non‘.standardized product like the automo¬ 
bile . . 

Srnmd, such studies as have been made . . base indicated that .since 
the middle twenties when the growth factor became less important, the 
vohime of automobile sales has been largely governed hv . . consumers' 
income* and price changes appear to have had a relatively unimportant 
influence. 

Third, the problem has seemed to have little practical significance, 
since in a competitive industry like the automobile industry, it would be 
im|H>ssible to get the mauufacf liters to act together to move prices np and 
down in older to try to stabilize volume It might l»c argued that one 
manutaetnrei could adopt stub a jroliev and force his competitors to 
follow him But while competitors might be forced to follow when he cut 
prices, there would be no such compulsion when an individual manufac¬ 
turer raised prices and the nianutaetmiT who followed this policy would 
lose competitive position and probable could not stay in business long. 

However, even though it would he unrealistic to assume that an indi 
vidual manufacturer could do anything about the matter, as long as the 
industry remains on the present competitive basis, the proposal that in¬ 
dustry should van its prices for the purpose of attempting to stabilize 
volume has received such wide currency in the past few years that Gen¬ 
eral Motors decided to have a study nude of the effect of price changes 
in general upon the total volume of automobile sales. 

In order to arrive at a measure of the elasticity of demand for automo¬ 
biles with rrsjHHt to price, it is. ol course, necessary to take account of 
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the factors other than price whic h influence the intensity of demand in 
order that the influence of these factors may Ik* held constant and the net 
regression of demand on price may he determined. it lias long been ree- 
ogni/ed that the gross correlation of automobile sales with price is very 
low, Tims, early in tin* course of the present study, the question was 
raised of what factors other than price might l>e expected to govern de¬ 
mand fluctuations. 

Without attempting to make a complete list one might mention as long¬ 
term factors: 

L The improvement in the product and the lowering of real price, 

2 I he decrease in the cost of operation, 

o. The increased mileage of good roads, 

4. Increasing length of car life, 

5 The greater availability of service. 

f). TIm* increase in instalment buying, 

7. The increase in population, and 

5. Improved standards of living. 

All of these have contributed to ini reusing c ar usage and the numlwr of 
car owners. Since the middle twenties, the demand tor new cars has Ihtii 
in large part for replacement, and a decreasing umnlwr of new owners 
has been coming into the market. In fact, during the depression there was 
an actual decline in the number of cars in use. 

Apart (nun these long term factors are the factors other than new car 
price which might be expected to influence* the year-to-year changes in 
demand, among which an* the following: 

1. General business activity and national income (considering both 
the level and direction of change), 

2. The distribution of national income, 

3. The cost of living. 

4. The psychological atmosphere—whether optimistic or pessimistic, 

5. The extent and character of model changes. 

H The age of cars in the hands of new cur buyers, 

7. The number of cars scrapped, 

S. The used car stocks in dealers’ hands and the dealers' working 
capital position, 

9. Financing terms—Ixith the required dow n payment and the length 
of time over which monthly instalments may be spread, ami 

10, Used car prices and trade-in allowances. 

Superimposed Ufmri these factors influencing year-to-year changes in 
the level of automobile demand are the factors which influence the dis¬ 
tribution of sales within a particular year, among which are: 

L Seasonal variation, 

2 Tlve dates of new model announcements and new model stimulus, 

3. The trend of general business activity and national income, 
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4. New car stocks, 

Ty Used car stocks ami deliveries, 

fi, F'rice change antn ipation. 

7 Weather conditions 

5, Ahriorrit.il interruptions in production, 

fl. Sales <amp.ugns for both new arid used curs, and 
10, The relative prospenty of different geographical regions and differ¬ 
ent sections ut the population. 

It should he emphasized that our attention will lie directed to the 
demand for wm passenger ears, as opposed to the demand for individual 
transportation servin* oj ear usage This distinction is an important one, 
since the automobile is a durable good and the demand for transportation 
service, as provided In an automobile, rnav be satisfied in a particular 
Veal bv merely miming the old tars another vear. Moreover, flu* demand 
lor new cars is onlv part oi the demand for car usage, since the latter m.iv 
also he satisfied bv the purchase «d a used ear. Prior to the middle twen¬ 
ties about the only wav in which the demand tot the use ol an automobile 
could be satisfied was bv purchasing a new car. But with something like 
i’VWHVOOO passenger tars in operation at the present time, and with a 
large supply of used cars available, tlie demand for car usage in recent 
years lias come to be something much different from the demand for new 
cars. 

Over tin* longer term, the evtent to which automobile usage is main¬ 
tained or inereased is an important influence upon the level of annual 
sales of new ears But from the standpoint of vear-to-seai fluctuations 
in new car sales the total demand for ear usage is not believed to be an 
important influence'' A holme to distinguish between the demand tor uir 
usage and the demand bn new ears is responsible for statements Irr- 
quentlv made which attribute an important influence upon the short-term 
fluctuations in new car vales to vuch factors as the cost of operating and 
maintaining cars, the extent of congestion in metropolitan areas, and the 
mileage of good roads Such factors as these evert an important influence 
upon car usage but have onlv a long-term, indirect effect upon annual 
sales of new cars Of course, this is not to viv that, il costs of operation 
should suddenly jump in a particular vear. the salt's of new cars would 
not f»e importantly affected. But within the limits in which these costs 
A The drnurul fnr f ransporutjon m’iui* 1 or «,ir esa^r is. »t course, th* primary 
demand. while the demand for mu t ar' n the derived demand. Am'trdmeK - the 
frtvtoei vvhn h influence the demand for and the Unci of 1 .tr usat'c ,ue extroundv 
impMtant to the auUmiohde Miamihe ttiierv B<lat)v<h v»»aH thanks in t.a.il car 
usage, he^rtUM* nf the magnitude of the r.u population. exert a sen mmli greater 
relative rflivt upon the level at .timmd nov ear sales, Moreover, the level id car 
uxmtr together with the average length *>t car hie (letcrmmes the numl^T of new 
van that are rt*rjiitrrd over a period to nuittUm the tar populati-m But average tar 
tde, svhi.h i> a 1 urn- turn of Udh phx m« al and r-oivmnw fat ten, o eapahh- of rather 
wide i lunges Ifencr. changes in the level of rai usage b\ tht mvrh ov are of little 
asMstanve in trving t*» explain the vear hvvea? fim I nations m new t ar sail's 
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have varied in the past, no direct relationships w ith year-to-year changes 
in new car suites can Ik* ascertained. 

APPEMVX fi TO CASr 11-5 

THE NOTIONS O! DEMAND Et NOTION AND OF ELASTICITY' 

The principal aim of this investigation is to arii\e at a demand {unction 
for passenger ears. The phrase “demand function' is used in contrast with 
"demand t une" to emphasize the broad multi-factor meaning of demand 
as cmplovrd in this studs. Thus a demand function is anv formula or 
rule, mathematical or non-mathematical which connects the amount of a 
cummnditv taken h\ eou.sumtis witii the factors which d* i tcrmine it. 

W hen attention was fiist direc ted toward demand phenomena mauv 
decades ago. demand w.is usualU considered m relation to price alone. 
Other factors were neglected as unimportant or taken to he of a long* 
trim non-cv* heal character like* population. Idle demand schedule and 
tiie demand cm v *• vs tie wntlcu: Demand function of price Or demand 
was plotted as nrdmuU in a graph and pure as abscissa Various hypoth¬ 
eses with respect to tin- nature oj the relationship weic explored and a 
i onsirlerablr bodv ot economic theory was built upon the findings. 

An earls study of demand was tacifh assumed to he a studs of "the" 
demand curve <u of "the" elasticity o{ demand In the first statistical 
studies which were confined to agricultural < omnioditics such as wheat, 
corn, cotton, sugar and. oats, price was the principal independent variable 
and sattsLicluiv results were (obtained, Auxiliary variables such as the 
general pure level nr national income were also used in some eases. Other 
variables were lumped together m what lias commonly been called a 
catch-all time trend 

Such procedure yielded satisfactory demand relationships and will 
probably continue to me et with icasonable success in analyses of staple 
perishable goods demand But the notion is entirely inadequate tor con¬ 
sideration ojj durable goods 

Price is only one of many determining factors. Once regarded as the' 
sole variable proper to a demand studs price need not, as a matter of 
fact, appear at all in the demand formula. Ortain misleading ideas about 
the role of price must be* cleared awa\. W hile* price* and price variation 
must plav significant parts in accounting for actual variations in consump¬ 
tion of most agricultural products and of many other products, a broad 
economic area exists in which price and price changes can account for 
onlv a part of the actual variation m demand at least over the medium 
term. For a great number of items, variation in price merely induces 
short-term speculation and does not appear to lx* the most significant 
factor in accounting for variation in consumption. 

Elasticity is a characteristic of demand with respect to a particular de¬ 
mand factor. It is the percentage change in the amount demanded cor- 

: Excerpts few "Fa* lor* Gnwnimg Changes in iJntnrstic Atitorrmhile Demand,** 
by C F K**.x kouf YU-tur Vtn» Szeliski in Dynamic* oj Automobile Demand 
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responding to a one per cent change in the factor. Thus a pi ice elasticity 
of 1.5 means that a I per cent drop in price will increase sales by 1.5 
pei cent. The notion of elasticity sltonk! be broadened to include income 
elasticity, and elasticity with respect to cither factors. 

The results of the .study seem to call lor a revision of the idea of price 
elasticity, at least in so far as durable goods arc concerned The classical 
concept which placed price at the focus of attention was formulated at 
a time when economic analysis of price phenomena was largely in terms 
of perishable or semi-perishable goods. The madrtjuacv of this v iew is 
due to the fact that, for durable goods. purchase is dissociated from, or 
at least dt»es not run parallel to. consumption, the period of consumption 
in the case of automobiles extends mo a period of several wars after the 
purchase. Dissociation is possible because of consumers’ car stocks, which 
ut times iriiiv be more than ample relathe to consumers' demand lor auto¬ 
mobile transportation These storks, which are negligible for perishable 
and sennperisbable goods. are a major factor in durable goods demand, 
Their effect i.s to accentuate the cyclical movements in retail sales inde¬ 
pendently of anv price effec t 

Price, though of some importance in explaining automobile sales, is 
clearly not a dominant factor. It appears, therefore, that tie* classical 
tlieorv that business stability can be aicontplishcd by rapid price adjust¬ 
ment, applicable though it mav be to a perishable and semi-durable goods 
economy, cannot validlv be applied to the modern durable goods econ¬ 
omy; for such a thi^orv disregards the most characteristic mark of durable 
goods, thru durability, 
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This table shows that given conditions of an almost saturated market, as 
in UtfkS. the income elasticity can b« as high as 2.5. Under more favorable 
conditions of an onlv partially saturated market, income elasticity mav be 
only 1.5, 


The price elasticity is: 
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It is believed that this table gives the most accurate picture of the price 
elasticity tor automobiles It shows values ranging betwwn 1.0 and 1.5, 
and a value of about 1**1 for the elasticity during 1987. This means that. 
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in order to maintain 1938 sales at the 1937 level, each one per cent drop 
in sales due to the depression could he offset by a price decrease of .7 of 
one |*er cent. 

Summarizing this evidence, the writers Iwlieve the 1.5 may 1m* ac¬ 
cepted as the elasticity of passenger car sales with respect to price, when 
price is defined as the unit value of low-priced cars; that it may be as 
Inch as 2.0 or as low as 1.0. that even the value of .05 is not unreasonable; 
and that other price indexes indicate generally lower elasticities. 

How are these conclusions related to a view sometimes expressed that 
the price elasticity for automobiles ought, to l>e very high. Iieeuuse auto¬ 
mobiles are a luxury and price elasticities of most luxuries are. as a rule, 
high or greater than unity? A principal reason whv elasticity is not higher 
lies m the durable character of automobiles, and in the fact that con¬ 
sumers have, oxer the short term other wavs of obtaining their auto¬ 
mobile tiansportation. They can run their existing cars longer at the cost 
of somewhat higher repair bills, or they can obtain ears from the used 
cat slot k <•{ dealers As the used car stocks of dealers are in tin* neighbor¬ 
hood <; f three quarters of a million at tin* top of the business evcle, enn- 
sumris thus base access to a considerable source of supply independent 
of new car production. This fac tor is becoming of increased importance 
on ac count of a general rise in the* durability and quality of cars in deal¬ 
ers’ storks Wither important reason is that the cost which determines 
how' manv automobiles the population will maintain in service is a joint 
1 'ovf of which new car cost is onlx one item, \utomolule sales can prolv 
abb be stimulated more by development of tars with radically improved 
operating characteristics than bv priir cuts. Further, the classification of 
automobiles as luxuries is open to objection. 

The influent u of pric e on sales is outweighed by the powerful effect 
of the income factoi. and also bv changes in the jrolicies of dealers on 
used car allowances and on used car stocks. As has been shown earlier in 
the discussion, dealers tend to stimulate new car sales riming periods of 
prosperity bv “discounting” used cars, that is, bv exchanging cash or 
credits for them, and depress new ear sales bv selling their storks of used 
cars during periods of recession 

The secondary importance of price also appears from the experience of 
other durable goods industries such as residential building and railway 
equipment. Ncsponse to price is present in these durable goods industries, 
and the price elasticities may be as high as 2 or 3, but these elasticities 
are insuffli ient to offset the large cyclical swings arising from the stin ks 
of these goods in the hands of users and the variations in general produce 
tioo and national income. 

Nature of the Product and Channels of Distribution 
f,W tl-S: RANDOLPH PACKING COMPANY 
The Randolph Packing Company of IYetroit, Michigan, had en¬ 
gaged for many years in the business of slaughtering livestock, 
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processing the raw material into fresh meat and manufactured 
items, and selling and distributing the finished products to whole¬ 
salers and retailers. The company slaughtered in the following pro¬ 
portions of total carcass weight: 
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Livestock for packing operations was obtained from local fanners. 
The latter usually shipped their animals bv rail or truck to the com¬ 
pany's Detroit stockyards, where the animals were graded and paid 
for in cash at current market prices. Slaughtering and manufaetuiing 
operations in the Randolph plant were conducted under federal 
inspection to enable the eompanv to ship its products in interstate 
commerce. 

The eompanv s fresh-meat products consisted of carcass cuts, such 
as loins, ribs, rounds, and chucks: tin* manufactured items were 
smoked and boiled hams, bacon, sausage products, meat loaves, 
chile con came, luncheon meat, and several tvpes of canned meats. 
The Randolph Packing ( ompanv sold its manufactured output in 
three grades, the top-quality grade bearing tire brand name 
“Marvex." 

All Randolph products except canned meats w ere sold through the* 
company's own sales organization to wholesalers, retail stores, hotels, 
restaurants, and institutions, such as schools and hospitals. The com* 
party's salesmen regularly called on these customers both in Detroit 
and in main large eastern and middle western cities. In the Detroit 
metropolitan area orders were filled in the shipping department of 
the plant and delivered directly to tire customers bv a fleet of refrig¬ 
erated trucks In other cities Randolph products reached purchasers 
by vail and crcws-cotmln motor-truck transportation, local delivery 
Wing handled b\ independent draymen. 

The last-selling sausage item in the Randolph line was the frank¬ 
furter. The Marvcx frankfurter enjoyed the reputation of Wing a 
top-quulity Food product It was made soleh of Wef and pork tissue 
with no added meal. Through advertising in public motor buses 
ami streetcars and in metropolitan daily newspapers, the Randolph 
Company had promoted the name "Marvcx" aggressively. In several 
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communities the Marvex frankfurter had become the dominant 
brand. It was the company’s policy to price its products, including 
the Marvex frankfurter, at levels competitive with other companies* 
products of similar quality. 
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In 191.“, despite the fact that the Marvex frankfurter had wide' 
consumer aeeeptance. Mi. Jav Randolph, president of the Randolph 
Racking ( ompam . was not satisfied v\ tf1 1 the total sale's volume' of 
this item lie Iwheved that live sales of the Marvex frankfurter could 
he appreciable increased if full advantage were taken of the- already 
established consume r demand through better identification of the 
product. 1‘nder the firm’s method of merchandising frankfurters tin* 
product was packaged in six-pound boxes with every fourth sausage* 
encircled with a wax-scaled paper hand carrying the Marvex name, 
handing was done b\ hand and was too costlv to be performed on 
every frankfurter. I .ess scrupulous retail distributors found it easy 
to remove the unhanded Marvex sausages from a box and substitute 
inferior sausages for them. Mr. Randolph believed that lo per cent 
of the coinpanv s frankfurter business was lost through this prac¬ 
tice. which not onlv deprived the Randolph Coinpanv of a large 
share of its sales volume but also harmed the company's reputation 
through the substitution of inferior products for its own. Company 
officers were determined to eliminate the loss of Marvex sales re¬ 
sulting from inadequate identification and substitution. 

After a year of experimenting, the machine development division 
of the Randolph Racking Coinpanv built a test model of a frank¬ 
furter banding mac hine, which was designed to enc ircle and join 
all frankfurters together In twecn two wax-treated paper strips in 
the manner of cartridges in a In'lt This operation was accomplished 
by conveying the individual sausage between two bands, one band 
corning in from alwrve. the other from lielow, and bringing an elec- 
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trically heated sealing iron down on the bands between the sausages. 
The baling iron also punched perforations across the middle ot 
each Vinch scaled section, allowing the sausage's to lie easily sepa¬ 
rated without loosening the seal on any individual frankfurter. This 
process was given the copyrighted name Bullet*Band” packing. 

The handing machine offered several advantages in production 
and distribution Machine handing was faster than the* hand opera¬ 
tion because the machine handed ninety frankfurters’ per minute. 
Moi ■cover, the machine cut-off device could be adjusted to give the 
desired nurnfxT of frankfurter* per strip for ras\ layer*packing in 
hoses This reduced the packing cost for the company to one-fourth 
of its former amount. Faster packing, also, would he effected be¬ 
cause the strips of ten frankfurters instead of single ones could be 
packed at one time. At the retail lesel easier handling was possible 
liecame the perforated hands allowed the frankfurters to lx- quickly 
separated without losing their identify. The nratlv banded and 
identified product permitted attractive display. w hich arrested cus¬ 
tomer attention. The most important advantage ot the new process, 
however, was that every frankfurter carried the 1 full Bandolph and 
Marvrv brand label, therein positively eliminating the possibility of 
substitution In January, 1M4B Marvex frank!inters appeared on the 
market identified h\ the new Bullet-Hand individual brand labels. 
At this time the Bandolph (Vunpanv also ln*gan an advertising cam¬ 
paign to inform the public that henceforth no frankfurter was a 
Marvrv unless it was encircled hv the Marvex hand. 

Several highly reputable competitors, each of whom produced 
quahtv frankfurters comparable to Marvex but under their own 
brand names, applied to the Bandolph (aimpanv tor the privilege 
ot leasing Bullet Band labeling machines After some discussion the 
director* of the company agreed to make machines available to 
other meat processors on a rental basis. This was accomplished 
through an arrangement with an intermediary, the Marshall Cor- 
|K)iation. a pajxT-pnnhu ts manufacturer specializing in the develop¬ 
ment of packages and packaging materials Under a contractual ar¬ 
rangement, Bandolph leased machines to Marshall for releasing to 
users at a stipulated figure, which covered Marshall s servicing and 
maintenance expenses on the machines Being in a position to lease 
these machines gave Marshall the opportunity to offer users its 
specially developed wax-coated bands for reliable sealing. Although 
the lessees were under no compulsion to purchase Marshall hands, 
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it was found that almost all did so because of the assurance of the 
band’s proper strength and adhesion. Under this arrangement the 
Randolph Company was relieved of all details of leasing and main¬ 
taining the machines. As a matter of policy, Randolph leased ma¬ 
chines to Marshall on very liberal terms and stipulated equally 
liberal conditions for’ releasing. The leasing operation, therefore, 
yielded onlv a nominal profit to Randolph, but the company he- 
lieved it would find much advantage in tlie extension of positive 
brand identification to competing products. 
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1. What effect did the introduction of Bullet Baud packing have on the 
demand tor Marvcx frankfurters!' 

2. Are the gains in sales volume of Marvcx frankfurters in 104B and 1<>IT 
attributable to Bullet-Band wrapping? 

3. Was the Randolph management well advised to lease handing ma¬ 
chines to its competitors? 

Cm< 11-7: ATLAS MACHISERY COM PAST 

The Atlas Machinery Company was a manufacturer of a diversi¬ 
fied and well-known line of industrial equipment. In the fall of 1945 
the company was approached bv a large mail-order house with the 
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offer of an annual contract far 5,(XX) control units for hot-water 
circulating furnaces. The control units were to lx* .sold under the 
brand name of the mail order company at a retail price of $50. The 
Atlas Machinery Company had not hitherto engaged in this type 
of production, hut, since wartime expansion had left it with ample* 
plant capacity, the com pa in deeided to contract with the mail¬ 
order dtstnhutoi for the suggested number of control units at n 
wholesale pi ice of $;J0. The mail order compativ intended to se ll 
these control units to householders who would themselve s install 
the units in residential heating s\stems. Installation required some 
mec hanic al knack, a few simple tools, and the expenditure of about 
five hours’ time, but the* mail order distributor be lieved that retail 
sale of the* units would la 1 feasible il complete [Minted instructions 
were supplied W'ith eaeli unit 

Hv the end o! Hi Mi retail sale* ol furnace-control units made under 
this contract bad proved highly successful As a result, the contiact 
was renewed on npproxiinutrh the s.iiue te rms for HM7. and the 
total iiumlwr called for under the contract was increased to SJMX) 
units, Again the results were* highk successful. In tlie spring «d 
HITS, therefore, the Atlas Machinerv Ounpanv was considering the 
possibility of entering the 1 fiirnae* -eontiol maiket unde r its own 
name The president of the company. Mi (merge MacDonald, 
reejuestcel the research director to study the* potential market for 
furnace controls distributed through the usual jobbing channels. 

Hark in the* survev Mr W ilson, the researe h director, discovered 
that the Waned Company was the dominant producer of furn.ice 
controls, accounting for 50 pe r cent of the* entiie market Warren 
was an t‘stabhshed firm which had sold heating controls tor over 
fifteen years. Dunne most of this pet toe I it had advertised in trade 
papers, it had also built up an excellent reputation loi servicing 
the products. In addition to control units, the W arre n < rimpam sold 
a lull line of related heating equipment The survev showed the 1 
Ohio Kquipmcnt Corporation, which sold a produc t of comparable 
quality and price, to l»e a jsoor second The lest of the 1 market was 
shared b\ a large* nniuhcr of small companies. Mam plumhing- 
supplv flistributors indicated that b\ prefere nce they handled War¬ 
ren produc ts and onlv in periods of shortages weie thex prepared 
to sell the* products of compelitorv 

The popularity of the Warren Company's line was attributed pri¬ 
marily to the quality of the* product, to its wide acceptance hi the 
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industry, and to good service. Mr. Wilson noted that in several cities 
the Warren Compam maintained resident factory srniiv repre¬ 
sentatives who handled all repairs sent in hv distributors. This type 
of service was particularly important in rases where the original 
installation was made hv a plumber who was not jrermitted, under 
union rules, to work on electrical parts of the r<|uipmcnL 

The Warren Company w as accustomed to distribute heating eon- 
trols tlirough central distributors in large titles. who Irought from 
the factory at a price of $. >‘>.75 pci unit Central distributors sold to 
jobbers at a maintained price of $‘>7.50, and jobbers, in turn, sold 
to plumbers, independent hardware Mores, and retail plumbing- 
suj)pK ilt',tiers at a standard wholesale price of $50. Ketailers sold 
the control unit to tin public at \ aiious prices, ranging from 859 to 
$75. Thus there were four price levels in the distribution system as 
the product passed hum factors to final consumer, Numbers, hovv- 
cu i, who act minted lor 75 per tent of all sales, sold the unit oid\ 
on an installed basis. and, under these cm nmManees, material costs 
ut tin' joh weie not M-parateb hilled to final purchasers. Mans in¬ 
stallations made hv plumbers were under subcontracts with general 
contractors w ho wi re engaged on constructing residences and indus¬ 
trial structures. 

The smve\ In the Atlas research department rioted that their 
were three common tvpes of central heating plants used in resi¬ 
dences. These were, warm air hot water, ami steam The hot-water 
svstem was the oniv one that utilized a heating control unit of the 
tv pc w inch the Atlas Machine! v Company was contemplating put¬ 
ting on the market. Market demand fnj furnace-control units, the 
surves found, derived from two sources, i l new construe lion and 
(2) conversion of existing hot-water s\sterns. 

Since steam as a t\pe of heating was confined almost entirely to 
apartments and multiple dwelling units, the research department 
based its estimates for new construction demand entirely on one- 
and twudamib dwelling units. Tlie 1940 Census showed that 14 per 
cent of all dwellings of this type had hot-water systems. It was 
noted, however, that in the two decades prior to 1940 there had 
l>een a trend in new construction away from hot water and toward 
warm-air heating .systems. A survey of 4,007 urban families in 19H. 
for example, showed that, if consumer preferences were followed, 
only 11 per cent of new' construction would use hot-water heating 
systems. For this reason the research department based its estimates 
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on the* CMismutive assumption that, henceforth, only 10 per cent 
of all new <*omt ruction would lie heated by hot-water systems. 

In 19-17, according to a Joint Congressional Housing Committee 
report, an estimated 825,000 homes were started. Estimates of the 
IhS. Department of Commerce and the l .S. Department of Labor 
placed residential construction tor 1948 at a level about 25 per cent 
higher than that of 1947 in dollar volume and noted that, "although 
the average for 1948 is exacted to be somewhat higher than the 
average for 1947, the increase is exacted to be substantially less 
than that from 1940-1947." Housing authorities estimated that new 
home construction in the next five veais would average close to the 
1947 figure, On this basis there would hr a total of 4.125.900 new 
homes constructed in this fivr-vc;u jioriod. Since* 10 per rent of these 
homes would prohnbk adopt hot water as a beating svstem. 412,500 
lint-water systems, therefore, wen* estimated as tin* unrulier to he 
installed in a period from 1948 through 1952 

Controlled hotwatei heating afforded several important advan¬ 
tages over uoneontrolled systems. Fuel savings could be effected In 
operating at lower watei temperatures, size of radiators and pipes 
could lie reduced, and faster thermostatic control could firing both 
rconnim and convenience. These advantages of controlled hot- 
water svstems led the research department to lielicvc that virtuallv 
all the hot-water systems to be installed in the period 194S-52 would 
be of the controlled tvpe 

Of the total sales potential of 412.500 units in the fivc-veai period 
loginning with 1948. the Atlas Machinery (aimpanv believed that, 
in addition to its mail-order sales, it could obtain a fair share of the 
total market. 'Hie research directors report on this subject was as 
follows; 

The Machinery Companv's perirntuge of the- total market will 

he limited hv the fact that tlu* Warren t omp.my has established a strong 
hooting in tin* field. They are known to have a g<*od service department 
set up Warien also has flu advantage of selling related heating equip¬ 
ment. They have hren m the furnace coutio! business about fifteen vears 
and advertise ui national magazines. On the other hand, tin* current short¬ 
age of conlioi units looks encouraging It would appear that Atlas can 
capture 10 |**r tent of Oh* market in the next five years, a sales volume of 
8,fH)0 control units per year in new housing installations. 

A second source of demand lor heating-control units was the 
conversion market The term 'conversion’ applied to the addition of 
control units to hot-water systems that had fonnerh not lieen oper- 
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ated by automatic controls. Although there was little statistical in¬ 
formation upon which to base an estimate of demand in the conver¬ 
sion market, certain facts were known: 

1. There were about 4,000,000 controlled hot water heating s\ stems in 
1<M7. 

2. According to the Urban Housing Survey conducted bv the (airtis Pub¬ 
lishing (ompunv in 1044. 13 per cent of the 4.(KC heads of families 
who wore interviewed intended to make repairs on existing heating 
systems at an average estimated cost of S'VkV 

■>, The market tor heating controls in .several local areas which were sur- 
veved hv tin- reseuich department of Vtlas Machinery < ami pan v 
appeared very promising with regard to the conversion of heating 
systems 

4 (ultivation of the < nn\rrsioii market was retarded bv the inability of 
muiiuhtcfmors t <5 k« ep up with current demand. 

On the basis of the above facts, the director of research, Mr, Wilson, 
estimated the conversion market as about equal to the new construc¬ 
tion market, because of the absence nl reliable statistics, however, 
flu' research group set potential sales in the conversion market at 
25 per tent of the demand estimated in tin* new construction 
market This component of total demand, therefore, was 2,000 units 
per year. 

In addition to the two components of the total market mentioned 
in the preceding paragraphs, there was a smaller but regular de¬ 
mand front nonhonsing installation for furnace-control units. This 
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was chiefly from industrial companies, and the magnitude of this 
demand was unknown. 

The president of the Atlas Company, Mr. MacDonald, believed 
that the recommended retail price lor the control unit, when sold 
through regular distributors, should Ik. 1 $50, the same as that at 
which the mail-order company was accustomed to sell. He sug¬ 
gested, further, that the company distribute directly to johliers in 
large cities, by-passing central distributors. 

The researc h director disagreed with the president s conclusions 
and suggested that the greatest revenue would be derived bv adopt¬ 
ing suggested Jflail prices identical with those of Warren and In 
following the same wholesale juic e structure. 

Ores i mss 

1. What factors determine the elasticity of demand for control units sold 
through jobber channels*' Is this demand more or less elastic than the 
mail-order demand? Whv? 

2. Was the pi evident of Atlas justified in belies me that -S50 was the best 
retail price foi the unit both in regular and m mail ordei channels.'' 

Chanties in Consumer Income 

Case n x: lirr ui , sai ls a\d COSSCMEIi IWOME s 

The following excerpts are taken from an article In Louis J. Para- 
diso in the Survey of C urrent Business Technical footnotes, as wadi 
as discussion of the <»utl<x»k for retail trade in the postwar transition 
— both of which upjKNiml in the original-.are omitted from the pres¬ 

ent text 

In stew of the many perplexing problems which retailers- face, an ex¬ 
amination 41j the factors affecting the volume of retail trade should prove 
of \alue in appraising the outlook for the near future. Tins report ap¬ 
praises the status of retail trade bv kinds of business in UM4. the peak 
year of out war effort, indicating how retail volume is affected hv changes 
in purchasing pnwei consumers . . . But of more fundamental impor¬ 
tance is the analysis of how retail sales hv kinds of business are related 
to eousumet incomes. and the demonstration of the manner in whic h these 
relations can be used m guides to the analxMS of postwar markets. 

mu s vnHsrs mu.n.vMM, cowkh 

Tlwt consumers would have purehased more goods had the usual vari¬ 
ety lieeri available is clearly evident on the basis of their past jverbmnanee 
1 Vt»l MIV -(Mohri. IHH 1 pp ?»-1 I 
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KKUTlONMTttP lU'TWLKX SALKS 01 ALL ULTAll. STORKS ANU IHSROH- 
Aiti.K iN aomi: ok imiivuhaLs* 



DISPOSABLE INCOME OF INDIVIDUALS 
(BILLIONS OF DOLLARS) 


• I,in** of regrewim f>tnd in data. 1022-41. 

as is sluwn in Exhibit 1, The chart shows the close relation between the 
disposable income of indi vidua Is / tlu*ir total income remaining after pay¬ 
ment of personal taxes) and sale* of retail stores, ft is to be rioted that 
for the 20-year period 1922—11, the points indicating the sales and income 
for each year full very doselv about a well-defined straight line repre¬ 
senting the salesdncwne relationship. On the basis of flu* exjx’rierue cov¬ 
ered by the 20-vear period, an increase of 10 jx*r cent in disposable 
income of individuals was accompanied bv an increase rrf about 12 per 
cf v nt in retail sales. Expressed in other terms, the relationship implies that 
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about TO per cent of any given increase in disposable income went for 
purcbaMs of goods at retail stores. 

The persistence of tins dose correspondence in movement throughout 
the peacetime period is indeed striking. In fact, the average annual error 
in the sales as computed h\ the formula from the actual sales for the en¬ 
tire period is onh I t per cent while rla maximum error, which occurred 
in 1940, is only 1 pe r cent 'This me ans that the change in consumer in¬ 
come* is 1>\ hti fhe 1 most important factor that retailers nerd to consider 
in determining the outlook fm their business Hetailers have always 
known tins as .i general proposition: tfie significant teuluie is the verv high 
degree' of e cu relation. 

Although sales and income have followed a dosrlv related pattern in 
the peacetime vearv sue h Was not the* case during the w ar veais 1 lie. 1 ( hart 
dearly indicates the dfeets of wartime' shortage’s »>t g>«>ds In contrast to 
the prewar years when all points wen- c lose to the line of relationship, 
the points for 1942, lul l and 1944 were t on-mhiablv below the line. It 
follows that retail pun liases during the war period have faded In a wide 
margin to keep up with the wartime expansion m incomes 

There is hlfle reason to hehe\e. however that if supplies lud born 
frrrlv available consumer pun liases would nut have been m line with tier 
past relation to income. Although it is impossible to determine how fbc 
stiaigbtline relationship might have >hdted in the an a of ihr recent high 
levels of income in the absence* of past laj^ncmr at these levels, never¬ 
theless. vvithm the range of the past experience their is no indication of 
a shifting of the line as mi nine increased 

V.ssimimg. therefore, that eonsmuers would base pun base d goods in 
accordance with then past behaMoi. it is estimated that retail sale' m 
BM2 would have excrec led the arfiial sales b\ la bill son dollars, m 1914 
bv 1? billion doll.os and in l!M4 bv almost 20 bilhon In othei words, the 
total discrepant v between potential sales and actual sales during the war 
fierind amounted to almost m j\) billion dollars, 

This discrepancy has its counterpart in the greatly increased savings of 
individuals These savings took such forms as increased cash holdings, 
purchase’s of war Iwruds, and the reduction of debt. Indeed, it appears 
that the *50 billion dollar discrepance noted above is about equal to the 
total volume of liquid savings of individuals in the 4 year period 1412-44. 
after allowance is made for the normal hu.lease m liquid savings which 
would have taken place* at the corresponding le vels of income. 

The wartime restru tions on the ei\ iban use of metals and other critic al 
materials had then impact primarily on retailers selling durable* goods 
The effect of the curtailment on sales of these stores mav l>e seen from 
the fact that while rn 1444 then sales cxmstitnted 2a fX'r cent of total re¬ 
tail sales in 1442 thev ucxvunted for on!\ 17 per cent and in 1944 the* 
proportion is estimated at 14 per rent 

‘ Thf rfer u T<«»iiputr<l ihv *• |*rtsv*s-n actual salt's urn! < a lot bird 

SiiW rsprrssril ns a prro'irtag*- of ihr e.»k itUlcxf Silk’s. 
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Ulll.ATlONt'Uir HFTUKKN MI.KS OK 1*1 KABl.K AM* NOMH Il.VHI K 
UOOliS, HKTA11. STOHKS AX1> DISK^Ull.i: INfOMl. OF IN1HVJ1M AJ.-s* 



DISPOSABLE INCOME OF INDIVIDUALS 


(BILLIONS OF DOLLARS) 

* l iTit’s -I fill***! t< : d.iLi for sr|r<ud yc’.LJS. li fl>* olnrhii- 

tioii for 1 '♦! 4 is 

Fven more striking is the contrast in the sales of these stores with the* 
sales of the nondurable goods stores, in relation to the disposable incomes 
of individuals. shown m Kxhibit 2. In the peacetime sears since 1929, 
s.des for each turnup of stores were very closely associated with the 
changes in incomes. The expericwr in these years indicates that an in- 
crease in tin' disposable income of 10 per cent resulted in a rise in sales 
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of durable gncxis stores of 18 per cent. Tills increase in sales may be 
thought of as the *alex-equi\alent of income. From the demand side this 
may be termed the demand-elasticity. The salevequivaJcut for the non¬ 
durable' goods stores is much less, amounting to 10 per cent or a one-to-one 
equivalence. This means that the demand-elasticity for durable goods is 
almost twite as much as for nondurable?. 

Since 1**41 however, the sales income relations of these two groups of 
stores have shown .sharply divergent patterns. The* npjw*r section of Ex¬ 
hibit 2 pictures a most interesting development, namely, that sales of 
nondurable goods stores in the war period continued to increase in almost 
the same relation to income as in the prewar sears. That they were very 
slightly below the line of relationship in the war years is accounted for 
almost entirely by the* greatly reduced sales of filling stations resulting 
from the sharp cut m supplies of gasoline available for civilian use. 

In marked contrast to tins stability in the nondurable goods outlets, 
sales of durable goods stores fell very .sharply below what would have 
been expected on the- basis of the purchasing jxnver of consumers. It is 
this group of stores that account for practically the entire discrepancy 
between the potential retail sales and the actual sales during the war 
pericuf For the ex ear period 11*12 41, this discrepancy between sales 
that could have been expected at durable goods stores, in view of the 
high levels of income, and actual sales amounted to 45 billion dollars. 
For the nondurable goods stores the discrepancy was less than 5 billions 
It must not ho concluded from this analysis that there will necessarily 
bo a sales gap ot 50 billion dollars to be filled bv consumers at retail stores 
after the war is over. The deferred demands will be far less than this, 
While if is fine that the pent-up demand for goods, particularly the dur¬ 
ables. will be substantial, the magnitude of this demand wdl dejHMid not 
so much upon the accumulated savings of individuals but on many other 
factors, the most imjw>itaut of which will be the prevailing level of em¬ 
ployment and of consumer incomes in the* post war years. 


sau:s l ^i tv m.i:\ts 

Of particular interest to retailers is the effect of a change in consumer 
income on sides bv kind of busmrsv It is well known that when incomes 
of individuals are on the increase certain lines of trade will feel the effects 
to a much greater degree than others. 

These sales’income relations are not only useful in indicating the trends 
and shifts in sales since U12M. but tlvev also determine the demand elastic¬ 
ity, or Sales-equivalent for the goods sold in each kind of business. Such 
measures of the sales equivalent can lx* helpful guides to retailers in the 
transition period and more importantly so in the post-war years after full 
reconversion of industry has taken place. Exhibit -> presents for each kind 
of business the sales-«H|nivalent associated with a 10 per cent change in 
disposable income of individuals. These are based upon the experience 
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prrv ailing in oath line* of trade from 1920 to 1041 Tin* linos of trade in 
the table art* in order of decreasing salrs-e<juivalent. 

It mav be noted that the retail sales most sensitive to changes in con¬ 
sumer incomes arc those of motor v clin ic dealers, jewelrv stores and inj* 
nor stores. Each of these has a sales-r*|mva|ent of 19 per cent. At the 
other end of the scale the least sensitive are variety stores, filling stations 
and grocery stores, having a saies-orjuivalent of 5. ft. and 7 per cent, respec¬ 
tively. On the basis of these sdes-ecpiivalenfs retailers can determine the 
change in sales to lie expected with a given change in disposable income 
of consumers. For example, a dec line of 5 per cent in disposable inc ome 
may be expected to result in a decline of 7 per cent in sales of mens cloth¬ 
ing and furnishings stores. 

Thr sales-etjuivalents arc valid if all the factors influencing sales other 
than disposable income are constant from one sear to another. Iri deter¬ 
mining the effect on sales of a given change in income for the same year 
no mollifications need to be made to the results obtained by the use of the 
sales-equivalent given in the table* However, if the effect on the sales is 
to be determined for a given change in income from one year to another 
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some allowance must be made for the upward or downward tendency 
through tlu: years shown by a number of lines of trade. 


URI AH, SA1 KS AFTLIi TIIANMTION 
The period of transition will be essentially one of readjustments for the 
economy as a whole and in particular for retail trade. Difficult as the 
problems will be in tins period, retailers are also vitally concerned with 
the pros fleets tn tfie period following the transition Will oinsumcrs alter 
their buying habits or will the prewar patterns tend to pres ail after most 
of the pent-up demands have been satisfied? Will consumers' purchasing 
power be maintained at sufficiently high levels to permit a profitable vol¬ 
ume of retail sales in the post-war year'* Will new products be introduced 
which will stimulate industry and commerce and m turn i»euerate an in 
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creasing volume of retail purchases? Obviously, the answer to these ques¬ 
tions must wait upon future developments and cannot be given at this 
time. 

However, some light on possible post-war trends can be obtained by a 
study of the exj>erienc:e in the periods frefore and after the first World 
War. Exhibit 4 presents the relation between consumer expenditures and 
disposable income foi the vears 1910 to 1940. A similar pattern wrmM 
have been obtained if sales of retail stores, which constitute about two- 
thirds of all consumer expenditures, had Iveen used. 

Two significant obsersations may bo made from this chart. The first 
is that tht* relation between the /rrW ot expenditures and income for the 
period 1010 to 1929 did not continue into the 1920‘s and I9$0"v \ shift in 
the relation occurred The s) j if t was mu h that consumer expenditures for 
the .same amount of income were getter alls alwmt !5 billion dollars higher 
m tlie period affei 1920 than in the earlier period. The implication of 
tins is that consumers saved a relativelv larger proportion of their incomes 
in the e.nlif'i peritni The second observation is that despite the dilference 
in the la ri of expenditures in the two petiods. a given « fi/mgr in con¬ 
sumer jut nines resulted in the same proportionate change in their ex¬ 
penditures for each of the two periods. Foi example an increase ol 10 
billion dollais in disposable income m cither pniod resulted on the aver 
age age in an iruTea.se of S billion dollars in expenditures or, an increase 
n| 5 billion dollars in income resulted in an increase of 4 billion dollars in 
expenditures. 

That tin relation between absolute t lum^t s in consumer expenditures 
and absolute changes in disposable income has been stable in the >0-\ear 
period since 1910 js indeed striking. It peisisted under widelv valving 
conditions—-in a world war. in the prosperous vears of the twenties when 
niunv new products and industrial techniques were developed, in the 
great depression and in the subsequent recovers vears. The continuity ol 
the relation provides a highlv valuable guide m appraising post-war 
trends in retail sales. On this basis retailers can determine what the ef¬ 
fect of a c hange in the disposable income of indiv iduals in the post war 
vears would In* on total retail sales, . . 

It must be emphasized that this rone lusion is applicable to a deter¬ 
mination of the change’s in total retail sales and not necessarily to the 
changes in the sales of any particular line of trade or of any individual 
firm In appraising the sales prospects of particular firms or kinds of busi¬ 
ness. special developments applicable to the individual firm or business 
must also be taken into consideration. 

In order to determine total sales, however retailers must know not 
onlv the change? in sales corresponding to a change in disjmsahle income, 
but also the level of sales which would correspond to a particular level of 
disposable income The answer to thin latter problem is more difficult to 
determine, since past experience has shown that m certain periods con¬ 
sumers hast; tended to alter the sjv mgs-income pattern Will the level of 
consumer expenditures in relation to incomes tend to shift in the post-war 
years as was the case in the sears following the first World War? Will the 
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expenditure pattern l>e established at a higher level relative to that of 
the 1921-40 period? 

Win I#* the answers to these cpirstions cannot l>e given, several observa¬ 
tions may hr made on possible |Hist \var trends Despite the fact we do 
lint know what the expenditure-mewur pattern is likely to be in the fu¬ 
ture, the slosc eoire lation between consumer expenditures and incomes 
in the period from 1921 40 prosifies the basis for the post-war outlook. 
(Certain developments, however, might result in an upward shift in the 
relation with a corresponding lowering of the savings-exjx'nditure ratio. 
New products mas come forth which will "catch” with the masses of the 
population and result in wide repercussions on the nature anil extent of 
consumer s)>ending. This would 1m- similar to the development in the 
twenties when the improvement of the automobile and the development 
of all <4 the products and services associated with it. resulted in a shift 
in the level of consumption. In fait, the ratio of savings of individuals 
to then disposable income was reduced from an annual average of Hi 
per cent, in the period 1910-20. to ft per cent in the |H*riod from 1921 to 
MMO, 

A lifting of the expenditure line might also arise bv tbc marketing of 
existing products in a cheaper and more attractive form. Examples of this 
would be lower-priced automobiles or low-cost bouses which would 
broaden the markets in the low income brackets. Einallv. the saviugs-in- 
romc pattern can be altered materially through government policy with 
respect to six ial security and tax policies. 

These considerations point up the uncertainties involved in the pros¬ 
pects lor retail trade in the postwar years. The dominant (actors will he 
th<- volume of consumer incomes and of employment which vvill prevail. 
East e\|H*nenee indicates the magnitude of the change in sales to In- ex¬ 
pected with a change in disposable income In the absence of new devel¬ 
opments tending to alter the savings income pattern, the past relationship 
should prove a helpful guide in determining the level of expenditures 
corresponding to a given level of disposable income. 

(Air M loss 

1. What relationship does price elasticity of demand bear to income elas¬ 
ticity of demand^ 

2. From the point of view of the individual merchant setting a price on u 
particular commodity, what significance have changes in consumer in¬ 
come* 

3. To what extent could a nation-wide chain-store system base sales fore- 
casts on consumer income prospects 5 

4. What accounts for changes in the la ri of income-expenditure rela¬ 
tionships Muh as occurred Iw'twceu 1910-20 and 1921-40? 

5. I>o change’s ui dollar sales accurately represent changes in physical 
volume of sales? What factors might cause discrepancies between these 
two series? 
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appexdix to case u-a 

COSSVMER EXrESnrTCRE ITEMS CLASSIFIED ACCOBDISG TO 
SE.SSITlVm TO CHASGES IS THE DISPOSABLE INCOME* 






fc'oit**»* S> n*i|i we 




1 . 1 ‘iwwljnni 1 \»v Im»ni rrn<*i> *u>j t»r* 
tol»*r«"o rr , ft*'rr» rmiio 

| Tol'noc'f t* *nJ 

»Ui<<h;CMt t ,i- 5 .iww 


\ ULM.i It# ufl ■ 

liPT't.'.lW tMV 

J*u:f n m Xr »|*i1 Iwi 

M'MiH »|r'; 

HU'IM li.CtM* 

H-I» !i‘ 

1 U-* 

l --mi I ir iivamiM i 

*■ ll,|tii. (*K 

f 1**1 :*1 .J'Vjj 411 , 4 , i'tili 

r'.m-r.! or- lit* Ok* 


" I’ljri-LaATis un'fcU and ■ 

•■THJSVT" 

.' 1 Hlniir r*i* 

tsottr Micl 

iJwIukimo fiHH !tri*»«*«» 


If < 

now 
l'" r ' ■ 


"*! ‘i*"* mu i >'l),<" l 

-'■■i !» ms i.,/ 

i if’ ' ’ 'rtifljfl-- 

!>. 't\’l 

• </*>' * -u..! ■» ,it 

Si' 

..■.■* ifie » 


< ioKiUlk: M*l vf*-.ru*s 

« i 5 ? ! ■ * ! v * «• ’ 

‘ .rni'ii.ir 

■i * i if Mjj'r vlxl 

}> : aU .! |,^(i| , U 



I i,> nt-ura*^ aii.I r^j-Aii 
l If I Ml t mki't* ft is -1 *wA;,,. 

* 11 fill mi v rn‘i iii«!ui| ', 
JriHPlft »ti-i ft 
\Sa 1 f! »'!• «■ k ai,d .frwvliy 
M'J. A.I 


I I I I Icl.' 


."HI' 


J.-ii'w, ;> >i 'M'.liii'iaM ii'S-M vi.i-j i|i v.hh 
Mull, hlii! i>uw*i 

-1-. 


W. I]., o 


(I^JllH .* i , ■, if* i 1 { ■ .(.t.-T . I. 

i|i* •■•r'.r.«r »►<•>»« »■ M'lilct; 

s til ..i 

] rimH * i »t<i!if.irf! 

llii'.'i.ilsiljf 

ill ip! f.«r If • *«* 

*>■ rvf.'f 

I>ri*j*J vai'. i “*■ f*rn 

l I l|! -V ir)i,i/l'.l In* IjS 1 i< 

1 *1 MV* 


iO!--; ' iwiri. .ill-; 1-. .ft>t 
* miftr 


! 


V. Jior>h**Ni.t:{ I lariiOlt*: V .; ; !!•“» 

t>;*'fAUon < tm.!i in! »* 

wn.’i km.: ’*’»vii tip 

Sfl \ '.f. D hi -••*w**J 
lu»»n) i ou \ hh.;; 

AM • „■!* ■ l»‘h '» 'k 

l Jil.-iUirT , 4.HI 'lOftll .-!« 

i m 41? 

i I UHH < *»•*■*■*. {,*&> his.I JPH' 
PurwiiUH***! 

I*riwi);«■*■*( ■«<*) roliAliUiiHi 
■mi (ami* 

! Ki*v I.r.rity 

< .A* 

■ WhOr 

j 

| M«vtn( *n*i wa.r**- 

j houMfut 

i T irr iuhJ UW« (W.uwwt t-o 
f jif-.'ijAttv ■ wi 

!»• v ruf rii> 

r*t*fTht4<ifi h»?r t ic-*hh 


lO 'l **!' :Hm. hlfl *.*11/1 ,(,g 
ni*.i ••* rt ili*r IMHf Li Iff*’ 

* ■('“hll.Kiir 1 l« i 

i hit«i i.ikIIfi***! 
i'.'<V)Y|£lj fc - ri‘(4|l{ 

* arr <>( •-.i'< > trii'U. ••,.xi|jisicnl 

i -ts-t j.: raitn* 1 * *s.<} 

»Im *» 

hTnHt>rt.-*.\ fin-i » 
k I ; '. Ini. 

MwM-rliaJirt.’mii* >.*,W 
ru»j<’T j tt^j'ifi** 

I fki-:- *nvJ mr** 

in»*> 

r-lJ.IWW 


; ^ nf itil-ifp 
t lot.! t 1 . 1 I 

Mwm’i i.i.i- <M>«-trn *! *]' 

j! Ilhl-I *>* l*ti »-|lf 

< »r.t! | sit faL;r- LpaL 

>ri« i. *> n 

TYirff »rZf i '<h**,Hi » v e1nli‘ 

' ItklirtiPfiU, n ¥ *■ 

■. 

, Jitsru*v»IlY' K-rr ir^ rsiiu;)- 
■ mif ;if fcrO<-#J SAJIhfHi 1 : 

{ t «»h |IA> UM ISt* 

j uf nu««l* I isriu»b<d 


VI. M 

tarr aud 


J i ftJAJLn-tuv j rf><uft»*riiii I ;.rci«rilK«iai *t»d 
• <>rUvoji 4 hif< frjmjrw» 


| Pru^Ur*) ri-jr-p* *r</J thifJ 

| wiVfl* 


I ( onttmAetl) 

















128 






\ I i l*j'r*nfi-r 

I'H Hfll ■ *i 


VIII. I 

Ukllofl 


1 \ ►. • 


BUSINESS ECONOMICS 


I (*** 71 * 11 1 i 


ViwUirp 


* Ul.Jl-l.'-lhll!' MlA->J 

. I'MV ^ >u '■ »ii j 

I - * tuf»iv - •<■>«* 

;» :i»l« -n"J ji.i* 

.'i'.:Sc'iiP O-n-w ti.f n.^<I*rni 


I 


l>«!tv»;in» Mr JrtiV«' , !»n* 

Ml*/ * l.llM-l:'!'. !:<.*■ »»<} 

Kill) *fcntr< 

«>*-«■ !«.* Jill* 

\l»t.'l »/ii» 


«! J* f * -1 v ■'/?»»! wUbt 

rf-r'. ui>t ' ll 


l ■>(> ■ ,ii» 

,*(f!'l|/’V 

f .. 0-.'* ?/ 

'1 Tj-t^ !«•»'* * f {vuiiV ' 

«v T r > II •• t }r>tt 
} 'i«il Ip 

IU»ii ■ t»p- U »«*>rr i X »i.'u *|»;I 
!.>r* >,<JJ " i» 1 is, 
rii+r-eni 

**1 r *% -»► jr.vi,f i.-nf.v 

V|!»IM>V r-'-iU'i <<'•*'« 

) -V I**>«»•»- • ■* ‘inll'IUll*/ .’0- if| 

1 ; 7H!./'«• 


rWJliJU., ftMlJ 

1 IV?' I , *'t 1 •* 

S«'’ j. J H*f '•»>•». i-iw t 

)i> ik< ■» 1V‘ 

i.i( j » ™» x■* »T»"f- n.t*‘ J itn! 
I'l 4 - I (>*’*• ♦ . ■<< 


Ml.' 


I 1 I iil«T»i't 


1-1 |-v£«»-»M »"!if 


1 ,‘H-iv 

Its -•Iv'* *•!«».• 1 (ii’i -» i-'. 

A jtnl* i<-»i * '<•!> >■ 

I’urf ('ow- I I- •' ik> • • r i»»>»;!'■•■' a 

!h‘ll 

SU»«'I (iU|c!!il'S< S.V ! 

| *4) iWlii i-w Hi <■■:,■■ 

Mpvii r»s:«iU'» i”.tii- 
4(1*}.IK *■ w.r 

rI .U»n*»i f \ 1 «-T*» { *- 


>■ . m.,- 1 : .u, 

I t .-.n',! «'l 1-.U* |7'7 

1* ■■t-tiiV »»*-? 

I W I* »* 1» 1 

«*!■ : "i 1 


i n lf." -' . *■ . 

s. * >-4»* ‘ rt'.-i M:'-l 


VU.iC-tui i.u f.ttf' tlii'-'iJtrT 
i i * :»<*•» 

i'mitll+’i'iH/ 

!’•« c;-t JkiMri't'* ■ 
|'Mli'vti4-liiki i.M.tCft'i 
lim 

! t i-n-nlval: 

* HI ♦Vtutnl 

'HfU 

-■ f 

Njwlt. sf.fni* ■ /Hi [J(tr 

II r-W'i I 

■ 'nilii ,f*i'! . ■ 

N «'<n 

..'ill iT.vtr Sin'. ■’■■.Ii 
, 'kll.lt ■ «<UiV f«-: 

. l^i .r.-.., ; - 


s-u 

|(>* • i»tf ... 

I'l* i)r;*i 7 

I j|!«ll> Hl|ii If - Ik 'Hi 1" ‘;s. I ■ 

* l'-ii 'Sr-f nti- 1- . 

fttltmr.i v-Hii t»r « ss-fl '“W 

lu*- kil/ 1 \ ‘I 

{'•krknitit ff/Xini: **. 

*<‘*Mi>*- «;.!»■( 'i -i^* 

* ,■* 

Vi.i'w'iUM'.t i»*s ( >»ik Afk'i 

4 . ,*■*> Mi i 

5 1 ■ 4 ■ I* 

)Vi*}*i4 r !V!lk*; .'VfilTftt.i •!.* 

1 tifI * r **-t k'Hii. .fk 

WlM **.■. (M’lJ !>->%) -* 

i«- 5.1k kHfJ • 




N»*f («vn • «♦*' **► Kro is- 
C><*J'itik):*l*t-«i7k Ami 
I , .» , a 0 5 iJi.* 

M'.tHWi !»/ »f"i <j/'k 

*K‘$*«•„( .JlOlitVi - 

In-1 >»« '.'I; 


*vl* ■< m■ <' , h;i*i>k jtif'iit 

.tiff ti--’, f> I - 

S< I k !! i»‘J. I - I’ll-'!' 


ii?'.). w' u'»i> 

l !\ T "7 ‘ ■■» :■ '• i *1 

! — i ; .rtk * 


; i' ' . . 1 ,*ii ■: > "»’■/ 

i J- i .1 . Hi < 7/t 

I 11!;»-•« :k7n( II|ix 

I‘i'lI Ml* kiii 

! . t* k‘l ■!. 

'•li'ini. i 'in' 't\ i ■ ..Jim; 

i :i. ' 

->i 1'1'U./ -W'ij |/.v 'Ml : -t| 

hi-. .1 »»< * - 

1 i/Wr” - *!," 7 

»■ r-«■-»" i’-.vw , j*tO 


I -I v. inti- 


«!■*-' 0.7 .•■ VS I- 1 ,.,"Ml 

t.iy.i ?■ “»'i ? i * uni j 

i . V. - 1 C- 'If • s. urf. •, .-ji 

A-l-.. >s 

i'lk’i {!■. : 1 -i - Tk*'* I#* 

S * 1 > ■- '.' 7 . 1 . 7 l* - I I, ■*. 'MtlPv. 

/itjl.ij* .; i*V 

n»T 

Jrif'iB 

I4i.iv, /‘i.raCir 

H'-T'I.t 

huAt-' 

j'hi.^k^i-Hi} ft* 

-.4 *:. f ii7l« 

!)kKtf 









ANALYSIS OF DEMAND 


127 




] ! 1* r 


Not rtt Vt S<» * Vtiti1 i vv 


Stf’ftwltvr 


Msajiri*^ i Uft* , Im~«» t 

Hint *tarw , T <n L»ai«‘ 

»r*<l 

j.urOvjfc** 

Ait! Iffclt.'Otf’ »f.<J 

t,M n '.„Il *«"l ' i' »' 

* «<».}■ ?<■'*'” 

< "It:^ 

nr*>} i'w* 

J rM^rrs^! j-fltrxi’t** .i’i.i 
*•*«*«■!. » ■■•xA'.t'i nOor,'- 

«.\t *-i * .. <*;■•) it> 

^ !i« ■ i 

wi< r,*» 

I r,>-..i! . i 


\ Fr.'fO. 


Il> r - * mi ! i 
r : > itii ” I .ir’ >.),.! * •. S,v r 
■ * 

• 7 ■!•.«■ ■ ‘i '•■•(it > v- < i r 


> 'to 

! 1 > 1 ,, <l« Iti-i • 


\l 

;i r i ; n * ■ 

'mi •»■ 

11 ■■' t<»" 


f! •’ *-* -1 <" 


*s> \n v\ ■ * >i < ,f.,: ! ■ -«• 

■ I ! '-fftf.i- 

> .. *. j'ftfi, < *>».-• >i r 





Mui i ■ r» 11 tv fvii**; 

-!■ -r.V'V nr..] rvj,.*,* 

♦ *'*1 
;n< 

i’fn-t- -i i.vlit** 

I >"i ril».'H *«T »’«•■# 3*tcJ 

;>■ *■« i.- 


I »n<I ■ 

■ D«»Ci* irt httfl 

H H > r* *rws(>» sn Jwi HllUyj 
I‘(Aril* 


AjL«*'*'i-» rnf * 
1.N i !~- 


1 « . ,1 Tk Jil! f ■ ,• ■ |ir“l» A n«i 

?!*■(• ■« il-.l-■* 

I flfi( a 'Ji * >1 Ml.'li*. 


ft! **r*-ft»Ur M-linKe* 



,ji*t 1 rn11 ! < t 

f. 




* t ',#* it;> • .■: , r.a** i i i ( t ’•»' ♦*•!*» >■ .«> I 1^ *» n-r, i .i,v i h,i-> « t;.r u ln. ;>■ r».r «-». L .D’j,. »i»s»>« 

Hi* •vine nr„i ii»..» f >i i/,i r.*.'-» t'< I in ii* w-i an *!.•»•*■ -,i 1L<- mnitf* a 

li.H'ij:* <if 3^1*^ v'lM. A 'MT . Ell k I ! u:ii," I •< /I| | **t •«■*.• in Oil rtt- 'iH‘<r 

n (lr\:l,itk»i ■ ill* iiT i »»* ,"'*ii, i >* 1 a 1 i iti'iw *■ u*ki| i I.♦!!>*:< 5 •*•» y. i-v ii S »!■*! ij'i-» I'r-nt ; Mini |L< 

** jiiii i 1 f ill ui* -»r 1 -vi.i •: ■ l » ■' t t ! t • < „* >* * • iii 

Nmnr i-'ii-*»*,i* »>• S'. \ \ \ ini.',, j- 11‘ • 


(mi II V. MARSHALL IILLD AM) COMP AM 

In flu* spring of l?Ml. Marshall Firkl and ( ompany iaoM a proh- 
Irm of internal ct>ni|H tition In'twren tin* haM-iurnt division and thr 
upstairs division of its main retail department store in C.hica^o. 
This lompetition vaused diipluatr investnicnt in inventories, uneer- 
taintv of aims within the organization, and <onfusion ainon^ cus¬ 
tomers of the store. As a result, actual sales of the compans fell 
short of the volume which management believed should 1«* attained. 

Marshall Field and f'ompam began business as a retail store in 
Chicago in 1852. The company grew rapidh 1 and attained a position 
of national pre-eminence* by tin* torn of the century. A private'!) 
controlled corporation, it expanded into manufacturing, wholesaling, 
and real estate, It also extended retail operations by increasing the 
numlver of store units in the Chicago area and cLscwImtc. Its large 
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Chicago department store continued, however, to product? a very 
important part of the firm's total n^'tmurs and net profit. Until 
1931 the basement division of the Chicago store had accounted for 
about 2o per cent of the total sales of the store. This share of total 
store business was well above the national average for department 
stores. 

During the decode 1930 -40 important changes took place in 
department store retailing, and these changes had their effect on 
the ojwrations of Marshall Field and Company. A primary factor 
was the progressive decline in the general price level after 1920, a 
movement which was accelerated bv the business depression Iregin- 
ning in 1929 This decline was re flected also in retail prices, as is 
shown m Inhibit I. Technical as well as cyclical fac tors contributed 
to the general price decline. In 1921. for example, a heavy, crudely 
styled leather jaeket sold for from $2o to $30. IK IV) II manufac* 
turns were producing highlv stvled. precision-tailored jackets, with 
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dress-clothing refinements, in a wide variety of high-quality leathers, 
to retail at $10. As another example, in 1921 a man s light-weight 
wool sweater for sportswear retailed at $10. By 19*41, through 
economies of mass production, sports sweaters of equal quality 
retailed at $5. This qualitative improvement was not generally 
reflected in statistical measures such as those shown in Exhibit 1. 
A second factor changing the distributive position ol the department 
store was a marked decline, after 1929, in consumer incomes. Mon* 
than a decade latei the level of incomes was still below that of 
1929. Retail customers with less money insisted on low-priced mer¬ 
chandise. 

As a result of the foiegoing changes, the structure of retail trade 
\xas believed bv main marketing experts to have shifted substan¬ 
tially over the ten vears preceding 1910. Department store's found 
it difficult to maintain sales volume through the traditional methods 
of operation, and relatively low-cost distributors made inroads into 
the department-stoic market. Among the latter, mail-order houses 
which hud opened retail-stoic units began making important com¬ 
petitive advances and were attracting fiom established department 
stores mam customers, especialh those who bought low-priced 
merchandise Conventional department stores began to place more 
emphasis on goods bought by the middle- and lower-middle-ineoine 
groups Marshall Field and Company was one of the last stores in the 
country to be affected bv these changes, largely Ireeause the upstairs 
divisions of the Chicago store hud developed an extensive following 
in the finest lines of domestic and imported merchandise. Despite its 
local clientele, however, the store felt under pressure to compete for 
business in the lower-priced lines 

Prior to 1930 the Chicago store of Marshall Field and Company 
had divided its retail market between upstairs and basement divi¬ 
sions. Under this policy the price tint's of the basement div ision had 
gone up tf> a certain point and the price lines of the upstairs division 
generally began at a point a little above where the basement store 
left off. This was particularly evident in price lines which were fea¬ 
tured in newspaper advertising. 

With the decline in prices and w ith other changes in the structure 
of retail trade, the upstairs divisions after 1930 Iwgau competing 
more and more directly with the basement division. The upstairs 
and basement divisions soon found themselves making two bids for 
the same group of customers. This resulted in duplicate invest- 
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incuts in inventory, in flit* maintenance of two Imving organizations 
which won* shopping tin* same wholesale maikrts. ami ut other 
undesirable forms of duplication avid competition. The outcome of 
this competition was that tin- upper-ilom sections became much 
more important in the moderate- prior held ami took a huge amount 
of sales volume out ot tl»<* basement division. 

hi oiclci to recover sales losses caused b\ the competitive situa¬ 
tion within the companv. the basement division gradually Im^ui to 
put more and more emphasis on a highk promotional tvpe of busi¬ 
ness. which minimized the importance of regular lines and which 
put a premium on sale goods As a result the basement division 
planned and executed huge spec ial sales such as the annual "May 
Celebration." the ''Harvest Festival." and the "Twin Dollar Days.” 
These basement-wide sales brought in immediate sales volume, but 
this business came mainly from c ustomers who followed s[iena] sales 
events and who bought onlv when a sale price was luring offered. 
Very few of them !>ecainr regular customers of am one store. 

The results of this tvpe of promotional effort, which was so 
foreign to the old wav of operating, wen' particularly ev ident as the 
nation was coming out of the depression in the late thirties. In- 
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creases in sales volume of the basement division remained lndow 
those of moderate-priced stores throughout the country. There uas, 
therefore, a constant drive each year to make promotions larger in 
order to increase sale's volume over the sear Ivefore. As each year's 
sales budgets were being planned, however, there could never l>e 
am reliance on cumulative business l>ecause of the nature of the 
previous year s promotional sales volume. Each sear was an effort 
made on a short-run appeal and designed to bring in immediate 
sales and not to develop consumer response which had lasting, long- 
run x alnc. Mach seal's sales volume hail to l>c produced by increased 
advertising expenditures or In high-pressure sales methods. This, in 
turn, raised new problems in the form of dangerously low mark-up 
on the goods olfeied for sale, great 1\ increased operating costs, and 
complicated personnel problems caused b\ the thousands of extra 
salespeople who had to be brought in from time to time to conduct 
these great sales. These promotions caused such variation in sales 
volume between the davs of the week that efficiency and economy 
of ojx'ration had to lw sacrificed. Fourteen or fifteen times during 
the \e.u\ it was common to find Monday's sales running four and 
five times heavier than those of the next day. Tuesday. 

Thus, in the spring of Hill. Marshall Field and Company faced 
four alternatives with legunl to maintenance of an adequate volume 
of retail sales in its (ihieago store-: 

L Continuance of the promotional operation in the basement, 
with a concerted attempt to reduce expense b\ leveling out 
fluctuations in dailv and seasonal sale s This course appealed 
to management because of the advantage there would be in 
hav ing the basement cairv a large* share of total store overhead. 

2. Conversion of the basement division into a bargain basement, 
such as that operated bv the K. A. Filene Company of Boston. 
If this plan were followed, upstairs stocks could be cleared 
into the basement, where* prices would In* drastically cut on 
an automatic turnover basis. The basement would Ik* known 
as a cut-rate operation. Fuder this plan it was expected that 
sales volume* would decline by 5ft per cent. This course, how¬ 
ever, would have the advantage of reducing com[>ctition with 
the upstairs store*, thereby permitting a considerable reduction 
in investment and inventory and in the size of the organization. 

3. Abandonment of the basement div ision and use* of the space 
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for expansion of the housewares and appliances departments. 
Tl»»s policy had been followed by B, II. Macy and Company 
of New York, 

4. IVorientahon of the merchandising policy of the basement 
division so as to cover the low-price ranges on terms which 
would Ik* diiectlv coinjw*titi\r witli other low-priced depart- 
merit store and chain-store competitors. At the same time, 
some more 01 less regular sharing of the retail market by 
upstairs and basement divisions could be rcinstituted. Some 
members of the management believed that tin* increase in 
national income in PIM) indicated this alternative as the sound¬ 
est policy for tile company. 

C^t i srn >ns 

J What effect did changes in consumer income, after I f l*10 T have uu the 
demand for goods sold bv department stores? On the demand for 
goods sold in Marshall I-'ielil’s basement slun J In tl»e upstairs stored 
2. What was the effect of the basement divisions promotional policy, 
after PllO, on the demand fm its good*? On tin 1 demand lor goods of 
the upstairs divisions/ 

d. Evaluate the effects on total store demand of each of the four policies 
promised in the spring of PMJ 

4. Which police would produce tin* greatest total revenue for the store? 

Forecasting Demand 

Case 11-10: HOW (AS IU SIS ESS WMY/E ITS MAHKETS? 

The following excerpts arc taken from an article bv Louis |. Para¬ 
dise! in the Survey of ( uncut Ihmness . The simplified correlation 
approach presented in this article is useful in forecasting salt's. 

There is no single method or certain teehnujur available for analyzing 
the muikcts and their future tendencies. Most approaches to marketing 
analysis aim to measure by statistical devices the effect of various eco¬ 
nomic factors on the markets But along with the statistical and economic 
results must he brought to l»t\ir on the problems the judgment of the 
businessman, hacked bv his Ultimate knowledge of his own field, and hv 
his personal experience with the ways in which the numerous special 
factors interact upon ami affect Ins operations and results. 

IMPORTANCE OK (.I NKHAL FACTORS 

The businessman, however, cannot brush aside the powerful action of 
the general rconoimo forces which permeate all business activities and 
1 Vol. XXV I Mafrli. ItMSh pp IV- M 
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which set the tone for all individual business operations. He must be in 
a position to evaluate the impact of these forces upon his own particular 
business, on his costs, on his investments, on his profits, so that his 
decisions mav be guided adeijuateK. He must be ready to extend and 
applv those analyses to bis own firm and modify them if necessary on 
the basis of his individual experience. 

It is the pm pose of this article to descrilxe a method of marketing 
analysis which the businessman eat* apply to the operations of bis own 
particular industry or firm, , . , 

The businessman will find that he needs little or no technical back¬ 
ground to adapt the methods illustrated to In', own sphere of operation 
and with a knowledge of this tin hniijue he will have on hand a ready 
tool tor judging \nv ijuiekh the elbct of major economic forces on his 
sales, profit costs and other hicturv pertaining to Ins business. 

fl int s in \\ MA sis OF M AKkl I 

l In !ii< thoil which will be described , . b known to technicians as 

that of iorrelation analvsiv In the lavmen's language this is simple a 
pioceilote tor siuiini.iM/ine the rxpenenec of the pad for the purjrose of 
arming at a statement of its implications lor the future. 

The businessman is fTr«|iieiitlv not interested m the past except as it 
throws light on current and future operations and policies. Hv analyzing 
the experience of his iiim or industry as it was affected b\ the economic' 
forces uwr a period of widely \arsine business eonditious, such as that 
from N2‘) to LM h he will lia\e a more adequate foundation upon wliieh 
to build and !»• plan his future operations. 

The method is illustrated graphic alb in a wry simple fashion in 
Exhibit ,1. Ihe jiroblem m this case* is to mm.- how tile aggregate sales of 
manuiaituung firms art related to their combined profits before tax 
deductions. Each point on the chart indicates the level of piofits and 
sales tor the spet itied war. For example, in IHftft suites amounted to .'10,f> 
billion dollars while profits in that year were about 420 million dollars. 
The point for 19ftft on the chart is located by means of these two magni¬ 
tudes. *1 he other points are similarly located. 

If will be noticed that for the period 1929-41 as sales increased or 
decreased, profits idso went up oi down in a manner so that they tend 
(for tin 1 years before our entry into the war) to lie along a straight line. 
The line shown in the chart can be obtained in two wavs It can lx* 
drawn by inspection in such a wav that it represents the line of ’"best 
fiF for the points, i.e.. the line that l>est represents the pattern of points. 
It can also l»e obtained f>v a formal statistical procedure, known as the 
method of least squares * 

Specifically the relationship indicates that when sales change by 10 

* F<*r thosi* who air mt»Tr*Tvd m tfw. rejgrrfrtiun m fnnmiht for the bnc obtained 
bv tlw method of hast vr|uarcx for thr* years l ( J2?*~41 it n as follows: Profits fbilhom 
of dollars 1 ... 9 135 * 0 171 v vab-v i bilbo us of dollars ?. Most elenurnury lest 

books on *tati«hrs dr^nbe fhr mHhod of sqnarw,*’ for aaoipk v*p fooxton 

ami Cowdcn. Aftfrficd (Umcrul Statistic % iXnr York: Prmtif f MalL Inc.. 1042). 
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Exhibit l 

KM.ATION Ol- MAM'I ACn HI-.W SKI PHOMTS Mi.FOHI TASKS TO 

HACKS' 
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MANUFACTURERS’ SALE 
(BILLIONS OF DOLLARS) 

* Note NVt fulfils IwImiv l**vi*s '•apor.tt' .111,1 ^ijv uti* profiis. 

IjIih* of ivijt^ssioii titled to dal.i !ai| «.••!<'< ted \v.Un, 1'O‘f 11. 

billion dollars, profits change bv 1.7 billion dollars. In other words, the 
char me in profits before taws constitutes 17 pot nut of tin* durnir in 
sal cs *»i all mamihicturmt; firms. I bis conclusion applies to tlie* totality 
of maniilactininvL tirms, *1 hr percentage would }><• more fm some firms 
and less tor others 


HASH ST ITS IN Mil AN M.YSIS 

This example embodies uunv of the problem* inherent in this tvpe of 
Unabsiv In £enerah there are fi\c basic steps to !w vousidered in the 
study of markets by the use of relationship analysis. 

1. Thr IJrrHf'Hf to 7b .\imhfznl. The first step is the selection of the 
clement or item to be analyzed. The businessman mas be interested in 
such items as sales, profits, production, prices. costs, and investments. An 
important consideration is whether the item is to lx* analyzed as a total 
ot u bet her a separate analysis should he made of its parts. For example. 
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in the analysis of clothing sales it mav prove more fruitful to consider 
separately women's clothing, men’s clothing and children’s garments. In 
most cases this decision can he made on the basis of experience, 

2. Selection o\ Related factors The seeond step consists in selecting 
the major factors which direct I v or indirectly cause changes in the item 
to be anahzed. I'fits is pci hap* the most important consideration of the 
analysis and mjuires expert knowledge of tin business as well as g«x>d 
judgment. 

In selecting the major factors the businessman svill base to answer 
mans ijuestions Dik*s industrial activity have anv dim! or indirect effect 
nn changes in the item In be analx/cd - ' ()i. is the more imjroftant factor 
the incomes of (nnMimeix*' Is it construction activity ? Or is it the cash 
farm income? What part do changes m prices or wage* rates, or labor 
efficiency plav' J All of the major factors that influence the fluctuations 
in the item must be considered and weighed as to their importance in 
alluding the course of the item under < ousideration. 

The businessman knows that there air mans factors sometimes run¬ 
ning into, the hundreds, that afire! Ins sales or profits or the other ele¬ 
ments of his business Scm«* of these pbv a major mle while others are 
««i unuoi unpojtame. However, underlying the Hot Illations in the items 
are tile hro.ui economic faetors which svntliesi/e the effeets of the 
numerous spet if it factors and winch can be used bv prow to represent 
their i omhmed elicits. 

in general thriefoie. one or two. or at most three factors are usually 
Millie ierit to explain most of the variations m the item f or example, if 
the problem is to determine tin fat to/s influencing the price of butler, it 
is a simple matter to list a du/rn factors, such as production of butter, 
its stocks, imports, exports, prices of (omjx tmg tats etc., all of which 
ailed the price of butter to a greater or less* r degree However the 
analysis is moth more useful il it can be resolved m terms of few dom 
inant factors which account for most of the fluctuations in the price 

The most important consideration m this respect is that the factors 
finally derided upon must be as nearly causalltf related to the item as 
possible and must in anv event be logically related. Manx spurious 
analyses have been made and mans forecasts have gone sour because 
this condition was not satisfied. 

Analyses are often illogical because of the inappropriate choice of 
faetors. For example, a very close cor relation has been used by business 
statisticians between the total volume of freight traffic expressed in ton- 
miles ami the national income in dollars m the past 13 years That is 
whenever the national income increased, freight traffic also rose, and 
conversely Yet. despite the close agreement in tin* fluctuations between 
these two series, tire relation is not a logical one since a physical series 
has been related to a dollar series. 

To see that the relation is not logical, Id us suppose that the produc¬ 
tion of the Nation remained exactly the same in volume and composition 
from one veur to the next hut that prices of all goods and services in 



BUSINESS ECONOMICS 


m 

by a given percentage, As a consequence tin* national income 
would increase. It would then lx* concluded from tlu* relationship that 
the physical volume ol freight traffic would also increase, which is con¬ 
trary to the assumption. 

A logical relationship would one between revenues from freight 
traffic and the national income, or between the volume of freight traffic 
and the physical volume of national production, 

» r J. Suture of the Relationships. Having decided on the factors that 
fwar on the problem, the next step consists of determining on the basis 
of fxist experience the relation or the connection between the item to he 
amhfzed and the major factors influencing its fluctuations . There are 
mam ways of determining the relations, but the techniques can be classi¬ 
fied into two major tvjvs—numerical methods and graphical methods. 

In general, the graphical method is the most satisfactory and. for most 
businessmen, the easiest to understand. Exhibit 1 illustrates its application 
in its simplest form. The method, however, has manv advantages and 
some disadvantages. 

When more than one factor is involved in tlx* relation, considerable 
ex|H*nence is required in the proper use of the graphical method. Also 
there can be a great deal of subjective judgment involved in establishing 
the relationship. However, no other technique can throw as much light 
on the nature 1 of the re lationship ami no marketing analysis should be 
undertaken without using the graphical approach. 

Hie numerical techniques of correlation analysis are- conditioned in 
part bv the- subject hr selection ol the general formula to he used to 
express the* relationship l oi example, one analyst muv decide on the use 
of a straight hue while another will select a genet ul curve*. l\uallv, how¬ 
ever, the 4 pattern of the points on the 1 chart ami a knowledge 1 ol the 
situation will suggest the nature of the relationship. But a clear knowl¬ 
edge ol the pinhlcm and the mdustrs is most essentia! in making the 
final decision. 

The advantage of flu- numerical approach is that once the general 
formula is decided iqioii auv analyst wall be able to arrive at the same 
specific formula from the data bv the use of definite mathematical rules 

As far as the businessman is concerned, it is not necessarv tor him to 
learn any complicated statistical me thods. All he needs for most purposes 
is u simple graph Midi as that shown in Exhibit 1 If he is interested in 
deriving a numerical expression of the relationship he can have it done 
bv a technician, or the statistical department of a university or a research 
agency specializing in such work. 

4 Continuity in the Relationships. The next step is the consideration 
of the eonlinuity in the relationship between the factors and the item 
Wing considered Of sjreeial concern to the businessman is the question 
of wlrethet or not he can use the relation which existed in the past to 
anticipate the future. Will the same relation continue in the future? No 
one can give a d<4inite answer to this question. 

In most cases, where the relation is projected into the future it can 
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be assumed that the continuity will be preserved. Usually a relationship 
which has held for a long period of years covering depressions and 
prosperity under different political ami social conditions will continue to 
hold in the future. And an informed estimate based on the past experi- 
ence through the use of this tyjK* of analysis is certainly much lx*tier 
than a guess based on hunches or on a nucss of imcomdatcd information. 

Arguments, however, have' biH-n set forth against this assumption of 
continuity. Hut the general validity of continuity in economic activities 
is lx*itig more widely accepted and certainly underlies all planning done 
by individuals and corporations. 

The continuity assumption implies that consumer buying habits do 
not deviate radically from the pattern of the past, that the income dis¬ 
tribution is not materially altered, that businessmen's ways of operating 
do not undergo sudden and marked (lunges, that technological innova¬ 
tions arc not too abrupt and drastic and that no cataclysmic event (such 
as war : occurs to disrupt the general structure and operations of the 
rconomv 

A simple example will make clear the application of continuity to 
marke t analwiv Suj)]H>se that on the basis of 20 years experience a small 
manufacturer **! a special steel product found that his sales conformed 
with the fluctuations m general industrial activity, so that when the 
latter increased nr decreased by 10 per cent his sales went up or down 
by 15 per cent. He would like to use this information as a basis for future 
poliev dec t.sious, 

Hut cum though he has had 20 years of confirmation of this basic 
relation lie must assume the continuity of the relation in the future 
He could not and would not use this fact if lie knew, for example, that 
his customers were going to use substitutes for Ins product lie obviously 
would make allowance for this* special factor in his calculations. 

And it is at this vers* point where the businessman s judgment, experi¬ 
ence and intimate knowledge of his field would enable him to make the 
necessary adjustments to the results obtained on the basis of past experi¬ 
ence. In other words the assumption of continuity does not drtiv the 
possibility of discontinuities but is used until there is evidence to the 
contrary. 

5. Thr Error of Forecast. Finally, account must lie taken of tlx* 
prolxible error of a force# vt which is based on the use of the relationship 
The error may arise from two sources. 

First, estimating nn item from a relationship to cither factors reejuires 

’For an empirical method of trttirii! thr continuity *»f relationship* National 
Resources Committer, ratlvrm of Hematic l : *e Washington. D.(. (iovrrnnv'nl 
Printing Offm\ Uttfl * The method slated hnrfly is as follow v TV relationship wa» 
determind for the period nM including thr three or four rjtirmerit vmn for 
which tlw* dais sore available. The continuity of the relationship then test erf 
for the sear* which were omitted from the relationship by comparing the value* 
cakuhled from the formula with the actual values in thr »ubttt|ufnt years Thr 
text was p*Artvvr if the- error in thrse years was within the range of error* obtained 
in post period from which the formula was developed., 
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that forecasts be made of these other factors. These forecasts will usually 
eon tain errors which will fie transmitted to the item that is calculated 
from them f or example, suppose that a relationship is established be¬ 
tween the level of inventories held by a business firm and the volume of 
production of that firm. It is required to determine the volume of inven¬ 
tories corresponding to a forecast of production. Obviously, if the pro¬ 
duction forecast is in crroi. the inventory estimate made from the relation 
will also be in error. 

A second source of error arises from tin* ’fit*’ of the relationship. In 
the period from which it was determined, the value of the- item as calcu¬ 
lated from the relation differs from the' actual value bv an amount which 
is called the error of estimate For example, in Exhibit I, the calculated 
profits obtained from 11 if line* for Ifl-tB is STfi billion. This compares with 
the actual profits in that scar of S3 r ) Inllion and represents an error of 
$<H billion or a percentage error of l per cent when compared with the 
calculated figure. 

The average percentage error foi the entire period considered is a 
rough and reads guide to the probable range of error that muv be ex- 

1 weird in forecasting from a relationship, assuming that it continues to 
mid in the future. In other words, the likelihood that an error tails 
outside the range ol the aserage error is fairly small. 

Tims in all business lorecasting from relationships allowance must In* 
made lor these two sources of error and the results, therefore must he 
expressed as a range within which the actual sallies are likelv to tall 
This method of unalssis is fur most purposes far superioi to the more 
common procedures that are applied to marketing problems The corre¬ 
lation method leads to a more fundamental understanding ot the inter 
relationships in the eeonomx and to a more reliable formulation of these 
relations. It often brings to light some hitherto unrecognized associations 
fietween the item that is being analyzed and the factors to which it is 
related, X’. a guide to future trends it serves as a more cerium tool of 
analysis than othei techniques 

One ot the must common oi these other methods is that m which ratios 
are used such as the inventors sales rata* oi income-sales ratio In manv 
cases such ratios arc not meaningful since the true relation mav not bo 
one oi direct propnrtiniialitv \nother method frequently used is to fore¬ 
cast an item from an extension of its trend This method is in most cases 
vrrv questionable since it involves little understanding of the forces 
contributing to the short term fluctuations of the item. 


(^eiNiinvs 

1. By use* of the simplified graphic technique of correlation, determine 
one important relationship Utween a significant variable (such as 
consumer income, bank clearings, building lontractv etc.) and the 
sales of a selected product Data for this purpose can be derived from 
a recent issue of the Survey of ('urr«’*i/ Business. 



ANALYSIS OF DEMAND 


\m 

2. What reasons are there for believing that the variable von have ust?d 
actually does determine sales of the product in question? What other 
variables might also influence sales ? 

3. To what extent will currently available data for the variable lore- 
shadow future salt s? 

4 What, vpecificallv ( is the average percentage <d error of vour force -ast? 

i 'ust u a im<$o\ w n w ( >/./ . /vr. 

I leu rv Wolf. son of the Iminei ownei of Lai son and Wolf. Inc , 
a retail jewelrx stoio, returned from nnhtaiv service in the fall of 
]94o. At that time h« was consul*! mg two alternative business 
opportunities for himself. The first was an nflei Irom a manufactur¬ 
ing jeweli r in an Last < oad citv. The firm wished Mr. Wolf to as¬ 
sume the duties of v ice-piesident in charge of sales at a starting 
salau of AS.oOO. The second alternative was entering business on 
bis ow n through piiirhasenf the Larson and Wolf jewelrv store, 
Larson and Wolf. Inc., was situated in a thriving mid-western 
industrial ii?\ of about 1UU.O00 population, The firm liad been 
founded in 1910 b\ Ileniv Wolf Sr.. an<l a partner, (ieorge Larson, 
bv the end of Woild War 1 the stoic bad an established clientele 
among the middle- and upper-income groups. The business bad 
been ♦ nn grticullv but conserv atiwlv managed In 1924 W olf. Sr., 
acquired Ins partner's interest, who thereupon retired from the 
jewelrv business. Lndei Mi. Wolfs management the store continued 
to enjov iru leasing vales volume and good pmfits. As the main retail 
shopping eeutei migrated uptown in the late twenties, Larson ami 
WOlf planned to follow, but in 1929 the downturn in business ad¬ 
versely affected retail salts of jewelry, and Mr Wolf delened 
moving to a new location. 

In 1913 llenrv Wolf. [r.. graduated from college, where he bad 
made a ci editable record in the studv of marketing. Immediately 
he went to work in the familv jevvclrv store, which, .after several lean 
years, was lreginning to feel the upturn of business aclivitv which 
startl'd in the spring of 19-13. After two \carx of diligent effort in all 
phases of store work, llenrv, Jr., through a business connection of 
his fathers, went to New York, where he worked for a manufactur- 
mg jeweler in the production department and later in the sales divi¬ 
sion, 

llenrv Wolf, Sr., died in the spring of 1941. leaving the. business 
jointly to his widow and to bis son, llenrv, Jr. It was decided that 
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the business should Ik* sold, since there was a purchaser who had on 
several previous occasions attempted to buy the Larson and Wolf 
Company. The jewelry store was sold to this purchaser, a middle- 
aged man of considerable experience in the retail jewelry trade. The 
successor owner was regarded as a sound buyer and manager but 
was not thought to have much ability in sales promotion. He was 
also limited in capital resources 

When the purchasers health failed in 1945, he communicated 
with Henry Wolf, Jr., who at that time was serving in tin* United 
States Anuv. offering to resell the business on very advantageous 
terms. Negotiations were- still being carried on in the lull of 1945, 
when Wolf received an honorable discharge from the armed forces. 

As be reviewed tin* alternative business ventures. Wolf anticipated 
that, should he accept the post of vice-president of the manufactur¬ 
ing jewelry concern, lie would average $10,000 annually in salary 
during the first five wars It seemed unlikely that he would be taken 
in as a member of the firm U'causc it was a closely held family cor¬ 
poration. Were he to purchase the Larson and Wolf Compam he 
believed be could raise the sales volume hv at least 20 per emit over 
tin* next five years This, he thought, was a reasonable estimate, 1m*- 
cause his youth and wide personal acquaintance in his home town 
would plaw him at a great advantage over his competitors, the chief 
of whom was a branch store of a regional chain with headquarters in 
Chicago. Wolf believed, also, that a shift of store location, contem¬ 
plated in 1929 but never carried out, would compensate lor anv 
downtrend which might be experienced as the result of a postwar 
recession. If sales volume attained tin* level of $100,000 annually 
over tin* next five vears. Wolf reasoned that he could net $15,000 as 
salary and profit. 

In reviewing trade papers Mr. Wolf noticed that it was freelv 
predicted that the heavy wartime excise taxes on jewelrv would Ik* 
lowered or repealed Trade sources also indicated that lower-prilled 
merchandise would Ik* generally available bv late summer of 19-46, 
Moreover, Wolf was aware of the tremendous backlog rrf savings 
created by the unavailability of manv consumer goods during the 
war, and he believed that this would stimulate jewelry sales in the 
[Mutual period, At this time the article reproduced in the appendix 
came to Mr. Wolfs attention. 

Sales ot Larson and Wolt, Inc., from 1929 to 1944 wane as follows: 
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1. Wh.it factors chiefly influence tin 4 national volume 1 of jewelry sales? 

2. W hat estimate of sales volume should lieorv Wolf adopt in deciding 

between the two buvinos alternatives? 

\m:\nix to case // u 

TUT on TOOK TOli I'OsrWMi SALTS (»E JJiW'H.HY' 

With the favorable events on the militai\ fronts it is natural lor jewel¬ 
ers at this time to be wondering about the sales prospects in the post¬ 
war period In ordei to make an intelligent appraisal of the prospects 
for jewelrv stole sales it is necessarv to determine what are the major 
economic factors allectmg the fluctuations in sales. 

Evers jeweler knows that the most importaiit factor affecting sales for 
the trade as a whole is the general condition of business. In good times 
sales and profits are high while in depressed periods they drop to un¬ 
favorable levels. Of course, tin* ability, location and capital of the indi¬ 
vidual retailer partly determines how the ops and downs of general busi¬ 
ness alleet bun personally. However, for the total jewelrv trade sales 
volumes arc enndifioned h\ the general level fif prosperity. 

Since this is a problem concerning the demand tor a consumer good 
the most important factor affecting tin volume of dollar sales is the 
income of consumers which in turn is dependent on the* course of general 
business activity. 

;\ comparison of the data shown in Exhibit 1 on sales of jewelry stores 
and consumer menme tor the past Jo-year period from 1929 to 1944, 
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{BILLIONS OF DOLLARS) 

indicates that sales wcut up am! down as the incomes increased or de¬ 
creased This is clearlv brought out m Exhibit 2 uhiih shows the relation 
l>ctvvccn sales of jeweln stores ami the dis|M>\able income of indix (duals. 
I hr di.sjHvxable income \s the inromc h it to individuals after payment of 
taxes. 

The striking fact in tin*, exhibit is that sales and incomes are intimately 
relate! according to a definite pattern The points tend to tail xerx elovelv 
ahnit» Y a straight hue. The line slwwn m the exhibit, represents the rein- 
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tionship awl win computed In statistical methods, Essentially tin* saint' 
line, however, can be drawn in In inspection. 

The average percentage deviation or error of the actual sales from the 
corresponding sales as calculated from the straight line lor the entire 
period from 1T2^ to HFJ4 is only r > percent indicating that sales have been 
almost completely determined b\ the changes in mnsnmrr income. Fur¬ 
thermore, more important from the point of view of post-war consider;* 
tions, sales in the war vears were not out <4 line from the pre-war rela¬ 
tion. In other words, the tremendous wartime expansion in sales kept 
pace with expanding incomes in about the same wav as would be ex¬ 
pected on the basis of the pre-war experience 

Another striking point shown bv the re lation is that sales of jewelry 
stores ait' vers v-nsitivc to changes m consumer income For example, 
from ]^V> to 14YT consumer incomes increased b\ V> pneent. whereas 
|« w( Irv stort sales increased bv 100 percent. oi almost double the jela- 
tive iiktc ( n’ in income. In general, on the basis of this past relation it 
liin be shown that on the average a change of 10 percent in disposable' 
income was associated with nearly a 20 percent change m sales. 

This is an important conclusion for the post war business of jewelers. 
It means that when consumer income is high ami increasing. jewelry 
stores will gam tinnendouslv Mine theii sales meieasc in greater propor¬ 
tion to the i ise in me< line 

On the other hand, jewelers are at a disadv antagr relative to other 
retailers when incomes and employment shrink snur tlieii sales drop 
more precipitously than the relative decline in income Indeed as shown 
in ,i previous studs jewelrv stores stand at flic top of the- hvt of major 
retail outlets when classified aecoiding to tin 1 response \u sales to a 
change in consumer income 

Jewelers will find mam uses for these iesults. A particular jeweler 
can compare his sales with total sales for the trad*'. If he finds, lor ex¬ 
ample that lu> shale of total national business has been in the same 
proportion over the vears. then the conclusions stated above would apply 
to Iris case It, on the other hand, he was doing better or worse than the 
trade as a whole, then he would modify the results accordingly. 

For tlie total jewelrv business, an important application is the appraisal 
of postwar prospects. The record of the past provides the basis for 
ganging the probable range of the post-war volume of jewelry store 
sales. Since sales have Ircen related to income it is necessary to determine 
the prospects for income. Hus. of course, cannot be done precisely but 
a probable range may serve as a guide. 

If there is relatively full employment after the war the disposable 
income of consumers is estimated at approximately IdO billion dollars at 

* Th« t‘<nn«iU representing the line the exhibit is gnen hv Siile*. of jewelry 
cm nnlliMn of dollars' >S*i - Hi • dixjv»sahk* iratwie fm billions tit 
dollar*^- This implies that whenever c'W-amwr inenutr* flying* by $10 billion. sulex 
of jewelr* vti»res tan br rxjxvttd te. < h.mgr by $100 million 
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tli«- present level of and tax rates. Even if this high level is not 

achieved thru: is reason to believe that tin* iiKumr would not fall to 
disastrously low hurls 

Deferred demands for rmiMimrr and producer goods ss ill 1 m* great 
because of wartime shortages ami these will f>r hacked up In a sub¬ 
stantial volume of itidi\idual savings and business savings which can 
make them cHcttivr Furthermore. our social insurant:*- svstrm, In pro¬ 
viding unemployment insurance and old-age pensions, will art as a brake 
on declining momies. Imallv. business am! government are laving plans 
(or maintaining a high level o! rt onornic activity after the war This 
suggests that a business firm ran figure limits of, saw from 100 billion 
dollars to 1‘iO billion, for purposes of ralenlating possibilities, and use its 
own forecasting to fix the pinhable total 

For jewelers. tins range of income can Ik translated into the corre¬ 
sponding volume of sales on the basis oi the relationship shown in 
Exhibit > 

Ihr conclusion is that jewelers will have good business m the post¬ 
war years, provided income is maintained reasonably well. 
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COST ANALYSIS 


Tiif tkrm “cost” has a variety of meanings. Perhaps the hest way 
to gain an understanding of cost is to consider tlie uses to which 
businessmen put cost information. One concerns the determination 
of income Another pertains to control of the firm's operations. Cost 
information is also useful in pricing. And. in government regulation 
of industry cost seises as a justification for pricing and other in¬ 
dustrial practices. 


Sit:AM SC Of- COST 

Income Determination 

As it bears on tfit 1 determination of income, cost is a necessary 
basis for numerous decisions made bv management. Some of these, 
such as decisions on profit sharing, tax payments, and the declara¬ 
tion of die ideiuK rely largely on income results of the current period. 
Other decisions, such as wage increases and plant expansion, are 
based on the sustained results of several accounting periods- Costs, 
as used in determining income, appear as part of the accounting 
statement of profit and loss. They are the aggregate of accounting 
charges pertaining to a given period and for the entire operations 
of the firm Some costs, such as direct labor and materials, offer no 
difficulty of allocation to the current period. Others, such as outlays 
oil machinery and on research and development, are undertaken 
not only with a view to present Innefits in the current accounting 
period but for future Inmefits in subsequent periods. There arises 
the problem of allocation of these expenses over several time periods, 
that is, the determination of depreciation and other charges at¬ 
tributable to given fiscal periods. If the accounting period were 
increased from the customary year to a decade, most of what is now 
treated as capital expenditure would lx‘come chargeable to income; 
while if the period were reduced to a day, much of what is now 
treated as current maintenance would become capital expenditure/’ 1 

1 (rf'OTge O. May. Improvement* tn Financial AtcvvnL r {lycituir on thr G. Lnwo* 
Dt<kinvr»n Fouixiaimn, Graduate* Sttwx;! ^ Busing Admiirntrutimi. Harvard Uni- 
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Ini the aggregate of charges pertaining to a given accounting 
period are some which are not intended to contribute to present 
revenues and other* some parts o! which will contribute to these 
rev<-nues. The extent of accounting rec ognition of these charges in 
any given jjerind depends on the purposes at hand. Kor tax calcula¬ 
tions depreciation max lie c harged off at the maximum permissible 
rate in order to icduce taxable income. I'm general financial report¬ 
ing a sloxvn rati of depreciation max be appropriate Thus, even in 
the well-defined area of income accounting, the meaning of costs 
depends somewhat on the uses to which thev are to he put 

Control 

A dillcrent tv pc ot cost information is required for purposes of 
control ol the firm's operations. Here the problem is that of isolating 
the particular costs bearing on that segment of the linn’s operations 
in which the controller's interest centers. This max he a department, 
a process, a product, or other cost "renter How to reduce costs of 
certain operations, whether to adopt a new technique, wli.it sales 
channels to use—these are decisions in which cost information ot a 
sjxecific sort can he useful. In dealing with these issues, the focus of 
the businessman's intrirst is frcqtientlx the cost of producing or 
selling a unit of product < lost acvounting. as distinguished from 
financial accounting, develops cost information related to the pro¬ 
duction and distribution of * (U h unit of pmduct. To the direct costs, 
such as labor and materials associated with each unit of product 
arc added piorated amounts of overhead burden—representing the 
general charges for indirect lahoi. depreciation, taxes, maintenance, 
and such other items as art not direetlx traceable to the unit of 
product This gives the "actual unit costs of making and sidling tin* 
product However, since a fluctuation in the volume of production 
would result in greater or less per unit charge for overhead, a rise 
or fall in unit costs under this scheme is not necessarily attributable 
to greatri or less efficiency of plant management. To im|vound the 
eflret of changing volume of production on unit costs, accountants 
have devised stuiulartl rtnf systems which establish normal or stand¬ 
ard amounts of overhead to be c harged against each unit of prod¬ 
uct. II actual production exceeds or falls short of this standard 

trrsilO ^ Xpnl ifc' il. WIT', p 4. <pu4«t! in (.iitthTfmt* nit I l n«t Hr^aireh. (\vrt 
amt f'ri.v t' >in if ■ \« u Y*wtt Nurr.tn <4 l'o*innnic h, 1*14 »■-, 

|>, £V 

* MamUfvl uK«» M.iiuhinl charges tor t.-fwlv Mich 
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volume, the resulting difference I between actual ami standard costs 
is carried directly to a “variance ' account (which is dosed jhthmIL 
callv to the profit and loss account). Hut the standard unit cost re* 
mains unchanged In variation in output It constitutes a yardstick 
hv w hich management measures the inte rnal efficiency of perform¬ 
ance. 


Pricing 

A tliird us<- of cost analysis relates to pricing. Ohviouslv. the ag¬ 
gregate costs shown on the statement of profit and loss afford little 
direct assistance in setting prices tot a company % products. This is 
espccialh true where numerous lines and conditions of sale are in - 
\ol\ed t mt costs determined hv cost accountants conic closer ter 
the ni.uk. l arc mans situations. hnwev rj. in w liidi businessmen 
arc toiu <l to abandon accounting costs and to determine prices hv 
other methods In general, tin* cost information needed lor pricing 
i> distinctly different fimn that reijnin-d for income determination 
or fni mtcrii.il inan.igcment eontiol 'T'litmc costs, not current or 
past costs are relevant for most price pohc\ decisions..I'lic busi¬ 

nessman is interested in the costs which mil hr inc urred, those w hit'll 
lie ahead . . . not those which have already been incurred, those 
to winch tin business is already committed 1 hose ie<jnirements 
have led a< c (mutants to modify formal cost act ‘Hunting information 
in the direction of determining the additional or incremental costs 
involved in certain pricing decisions. These methods, while they 
have to do with tin* accounting leeords of the company, embody 
some oi the concepts of cost employed hv economists, especially the 
maiginal-cost concept. It is in the field of cost determination and 
pricing that economic analysis can make one of the greatest contri¬ 
butions to business practice. The economic analy sis of cost will he 
discussed further below 

Cimernment Hcgulation 

Finally, the growth of government regulation of industry has led 
to an increased use of cost information to justify prices and rates 

«js Ui*>r and ju.tn lfc p,irtmf-« of fn.d nritt *. .iri.dilf «')■<■? from >nind.trd^ aro 
usually «i!frd>u!.tM* t.r < < «»*!kt !lt.en wjn<.rit>Mi ist *.<iln:ikf ol prints lurti 

' jut } t.V.m, "< \»a Fore < ai»d F:ii.r Feitiiv,” }f*urruit Marketing. Ve»!. XIII 

{. ! SM0 ■, p 2T ; > 

( \t.fie *-tm F SI* \,*ir itnfi Hu turd S Me ruin. Vr>rhlrm* m Huuni'w / cmantirn 
i \rw 'i-irk: '■ MfJi B'ioi. ( o. tl■' Hfll i. p. 107. 
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presented to regulatory (todies. Business firms have also found it 
necessary and desirable to justify their action on the basis of cost 
under \ FLV codes, under the Fair Trade Acts, and under the 
HohinsonFatman Act. The ''prec ise and final appeal'' of costs as 
something absolute has tended to obscure the subtle functional re¬ 
lationships of cost and other variables. But “an appeal to costs fa 
supposedly unprejudiced piece of evidence) mav frequently serve 
the useful pm pose of justifying a poliev or action. 

t.COSOMIC .W.-W.VS/S Ol COST 

Accounting rermtn Economic Concept h of Cant 

Enough has been said regarding the uses of cost information to 
indicate that several distinct concepts are involved. These differ¬ 
ences in point of view are significant in the ease of accountants and 
economists. 

One must recognize a distinction between: the concepts and cnuveu- 
tarns (if those who contribute artivek to such managerial decisions as 
pricing, calculation of imoine and tax determination, and the intellectual 
constructs o| those who attempt to describe, explain or appraise the 
prwrss and results of these decisions partirulark for the economic sys¬ 
tem as a whole. The former .nr primarily the working mlr> and habits 
of thought ol the a<xoimting profession; the latter are the attributes of 
economists licflcctmg these difference': in objectors. accounting prac¬ 
tices arc iullurncrd b\ the accepted rules ol income statement* and 
balance sheets, !>v managerial comenienrr. and In - tin* expense ol ac¬ 
counting records, whereas common concepts ordmarilv presume rather 
simplified situation^ conducne to logical elegance/ 

Accountants are cluefiv interested in the historical record of ex¬ 
penses which have been incurred. The needs of financial accounting 
require that expenses !>e treated in a uniform and consistent manner 
from one period to the next. To facilitate eomparabilitx, both for 
different time periods in the same enterprise and for the same period 
among different enterprises, accountants have developed conven¬ 
tions wbieh attempt to assure similar handling of accounting items. 
Accountants also insist that all the expenses of a firm for a given time 
period Ire entered in the profit and loss statement. Moreover, only 
those costs which represent an outflow of company resources identi- 

' ll.'nt.trtii »• nh I’ru*' I';. li! , p 2~. 

*lhtd, p 12 
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Gable in monetary terms are properly included in the company's 
financial statement* Imputed charges, such as interest on owned 
capital do not constitute costs (or the accountant. Although the con¬ 
text of the foregoing statements is that of financial accounting* the 
same principle's are evident in cost accounting 

The economist, by contrast, is not primarily concerned with his¬ 
torical costs, These interest him only as they throw light on the 
costs which will probablv prevail in the future. Nor does he nrces- 
sarilv inc lude in his list of costs all those recognized by accountants. 
Lnlikc the accountant. he does not start with a given quantum of 
costs which is to be divided among the units of product produced hv 
a firm. Instead, he looks on costs as the resistances to further pro¬ 
duction. Heal costs to the economists are those which must be in¬ 
curred in order to get the factors oj production ■ such as labor or 
mac hine tv i to make a product or to keep a factor at its pirsent ein- 
ploMneiit as distinguished from inducing it initirdk to begin pro¬ 
ducing Jims costs are relative to the conditions under which 
production is carried on. In the short period when planl and equip¬ 
ment ami management are available but happen not to be fully oc¬ 
cupied, as in an off-season lull the signific ant costs of producing may 
1 m' onlv the additional labor and materials mjnircd for the product. 
Or, if the labor Jou-e would in un\ event In* ictained to keep the 
organization intact, labor, at least up to the required minimum work 
week. ma\ not be an economic cost. The essence of tin* economist s 
position is that he is tning to discover those costs—and onlv those 
—without which production (or selling) would not take- place. 

Cost Function* 

In order to find the costs relevant to the production of a given 
output, the economist employs certain functional re lationships which 
indicate why and how costs change. He deals with simplified logical 
models which concentrate attention on a limited numlwr of de¬ 
terminants of costs. The chief of these are: the rate of utilization of 
plant and equipment, the size of the firm, the prices of factors (ma¬ 
chines, labor, etc.) employed by the firm in production of output, 
and the technical efficiency of the means of production ‘This frame¬ 
work has the advantage of providing channels through which cir¬ 
cumstances affecting costs may l>e conceived to How, Logically, 
changes in costs may bo broken down along these lines, so that the 



150 


BUSINESS ECONOMICS 


economist t un set up nsc-fi.il categories for the study of both the 
sources and the eonse<|uei»ccs of cost variations ’* 

SHOUT rt tlU Y UU MU'SS IS < ( >S7’ 

Mariv business derisions involving cost relate to the short term. 
1ft di aling with these issues, businessmen can properk assume that 
most of flu- conditions affecting unit costs are fixed. Within the 
bounds of a single selling or producing period it is unlikely that 
much shift in material prices or labor fates will be experienced. Cer- 
tuinlv. m the slant trim it is appropriate to regard the trchm(|ue ol 
production as fixed. And changes in si/e of plant can be aeeone 
plf.shed orilv slowly. Therefore, the businessman is concerned pri¬ 
mal ib with the rfleet ol one \aiiable—rate of production—on unit 
costs In a practical sense this interest in a single \ariable is well 
taken it is |i\ far the most usual source of change in costs 

fixed and Variable Costs 

In the short term the costs of a business companv can be divided 
into two classifications, those which remain the same in total amount 
in the face ol < lunges m the volume of output and those which do 
not In tin- former classification fall such items as the depreciation 
on buildings which the firm occupies, taxes and insurance on these 
buildings, and the minimum amount of maintenance expense which 
is uecessurv t<i keep them from deteriorating Mtiehiuerv nonualK 
outlasts a single accounting period, and its life mav not be great 1\ 
afleetrd bv \hoit term Huetuations in production. Coder these con 
ditions depreciation on machinerx also would be classified as a fixed 
cost. And this would be true in the economic sense, even though 
accounting convenience indicated depreciation to be associated, on 
a production basis, with each unit of output. On tin* other hand, if 
machinerx were not owned bv the him but were leased, sav, from 
the 1'lilted Shoe Machinery Corporation on a variable rental bused 
on volume of production, this would be a variable cost. Direct lalnir 
and materials are usually variable costs.' 

Those distinctions between fixed and variable costs arc not diffi¬ 
cult to make in the large, and thev have immediate practical im- 

: Ihiit \\ \ ' 

*■ U*i. ‘ ,x\v\ ufv T*.\,anr \Vn\gvi tW Vmw 
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portanee for businessmen even in this somewhat imprecise* form. If 
a railroad, for example, plans to nin a skiing excursion train to the 
mountains on Sunday, the costs which arc* relevant to the* decision 
are recognized as l>eing less than the average of all passenger costs, 
including full, prorated overhead. And such cost knowledge, nun- 
hilled with estimates of demand, may influence the railroad to set 
excursion rates lower than those for regular travel 

The economist, however, wishes to reduce these' relationships to 
precise statement lie seeks exact understanding of how changes in 
the rate* of utilization of fixed plant iuHnenrc unit cost. This leads 
him to formulate' the* short-term cost function which is constructed 
nn the assumption-■'-usual in economic analvsis—that all other 
tilings remain the same Tims he assumes that, as volume of output 
h varied, the plant remains the* same, the same technology is still 
emploved. the prices of input factors remain unchanged, methods of 
distribution are unaltered, etc- This allows him to isolate the func¬ 
tional relationships between cost and volume* of output Changes 
in cost, in the c< onnmist s model, an diiectlv attributable to changes 
in output. 
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The Family of Cant Curvet 

Fixed and variable costs can be presented by three methods of 
statement for each volume of output: as totals, as averages, and as 
marginal quantities. A hypothetical example showing total and av¬ 
erage fixed costs, total and average variable costs, totals and averages 
of all costs, and marginal costs is presented in Exhibit 1 for a small 
factors- with a range of daily output from one to twenty units. No 
explanation seems required for total and average costs. Marginal 
cost is the additional cost of producing a total output greater bv one 
unit than that being currently produced. Necessarily, the marginal 
statement of costs is based on comparisons of the successive totals 
of all costs or, more specifically, on that part of all costs represented 
by total \ariable costs. It can be noted in Exhibit 1 that marginal 
costs of column H can Ik* derived from either column () or column 4. 
Total fixed costs of column 1, lreing unchanged tor all volumes of 
output, have no effect on marginal costs. Exhibit 2 presents the 
tabular data of Exhibit l in graphic form. Vs in all graphics of this 
sort, continuous variation, rather than discrete observations such as 
are shown in the table of Exhibit E is assumed." 

ShajH* of the Short-Term Average Cost Curve 

Inspec tion of Exhibit 2 indicates that the average total cost per 
unit ( ATI V) at first declines as output is expanded and then, after 
reaching a minimum point, begins to rise. The initial decrease in 
costs is explained partly in terms of "spreading the overhead"—note 
the decline of average fixed exists {AFC) —and partly bv greater 
efficiency in use of variable factors. The latter is shown bv a decrease 
in average variable cost (AVO and represents a more favorable 
relationship between fixed and variable factors. (E.g., a few men 
operating a large' plant constitute an inefficient labor force; increase 
the number of workers, and each man produces more units of prod¬ 
uct. ) As production expands, however, the rate of decline of average 
fixed cost [ AF( is less than in the carlv stages. Also, mounting 
inefficiencies in the use of variable factors cause the average vari¬ 
able-cost curve {AVC) to turn up. ( E.g , additional w orkers, as out¬ 
put expands, max get in one another's way, preventing a propor- 

* t.* , l the reader avMinH* tlw*t output ot column ! \n Fthihit 1 is sfatrsj m millions 
at imtlv Thru minute v.mat hum of unr umt of output mi ihr horizontal Ural* of 
fvththii 2 uiiw praA In alh ^nation in eo«ts, which for this purpose can 

he earned In ten decimal*- 
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E*hiba 2 

DAILY AVKKAGK FIXKD (W, AVKKAGK V UUABLK (X'WT, AVKKAGK 
TOTAL l NIT COST, AND MARGINAL CUtfl FOR SMALL FACTORY 

Y 



tional expansion of product. ‘‘ Fventually the upward tendency of 
AVC overtomrs the downward hearing of AFC. and average total 
cost per unit (ATI C) increases. The IhshajH* of tin- average total 
unit cost cum* is caused basically by variation in the proportions in 
which fixed and variable factors are used. Necessarily, the shapes 
of short-term total and marginal curves also reflec t these stages of 
increasing and decreasing efficiency 

' ,l1 Tim >* a n expression of the fundaments j phvtK,d Uw A diminishing return*, 
which can tw? stated as fnlh avs: [f to a fixed <m,inhf\ of & producti\« f.u tor mh> 
eewivc incrcimutv of a vamhU* factor are added, the result mg iiumm-nU n f output 
will at first inert’ave in amount and. afN* attaining. a maximum, will gradually 
decteaAe 


ir>i BUS! NESS ECOXOMICS 

In text I took exposition it is convenient to make the average-cost 
curve distinctly bowed or U-shaped. Actually, there is great diversity 
in the sha|ws of firms 4 average-cost curves. Some are almost flat and 
horizontal for most of their length. With curves of this sort, outputs 
of differing siz»‘ are produced at verv little differe nce in unit cost. 
Other cost curves are V-shaped, with only a small range of practical 
production near minimum cost. The precise shape of the firm’s cost 
curve depends on { I ) the relative importance of fixed and variable 
costs and < 2) the conditions of production which govern the varia¬ 
ble-cost curve. With regard to the former, where fixed cost is a large 
share of total cost, tin* decline of average fixed costs mav cause a 
decline in aveugc total costs over a wide range of possible produc¬ 
tion. The shape of the average variable-cost curve is determined bv 
.several conditions of production, including the relative flexibility 
of technical processes in the plant, Some machines, for example. ;ue 
designed lor one—and onlv one—worker Similarly, the divisibility 
of production factors also affects the cost curve, ff more machines 
of similar design c an be emploved as output expands, the additional 
product mav be got at no advance' in cost ()n tin 1 other hand a con¬ 
tinuous-process paper mill must he run as a whole or not at all. An¬ 
other condition affecting the shape* of the* variable-cost curve is the* 
capacity to use the plant onlv as much as ne eded to produce a given 
output. Some plants can c urtail and start up ope rations more* easily 
than others. Some plants, also, e an \ arv production, as elo roal mines, 
bv working more or less days per month Industrial companies fre¬ 
quently control the* amount of production bv cursing the* number 
of shifts. 

The Short-Term Cant function in AecouM/ing i'mge 

The busine ssman relies on accounting records for cost informa¬ 
tion. but, as has been suggested, the purpose's for which these rec¬ 
ords are kept are* not usually those of showing the effect of varia¬ 
tions in volume ol output on unit exists. In computing standard costs, 
for example, the* effort is to define* a normal unit cost unaffected bv 
variations in volume of production. Even here, howeve r, there is an 
awareness that unit costs vary with volume, for the cost accountant 
tries to select standard unit costs w hich occupy the middle of the 
range of variation In the ease of some other accounting devices, 
such as break-even charts, recognition of fixed and variable exists is 
more explicit Assuming no change in unit revenue, the break-even 
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chart shows the effect on profits of spreading the overload. Flexible 
budgets are similar to break-even charts, except that they deal only 
with costs; they estimate the h*vel to which total costs will rise at 
various projected volumes of activity. Incremental costing and the 
calculation of marginal balances associate specific costs with addi¬ 
tional units of output. Jn these accounting techniques there is the 
attempt to deal, more or less directly, with the short-term cost func¬ 
tion. 

It must be recognized that, in accounting usage, fixed and vari¬ 
able cost cannot be so rigid!v defined as in economic theorv. Neces¬ 
sarily. some of tin* so-called “fixed costs are, in actual practice, 
somewhat variable. Management mav treat certain costs, such as 
research and executive salaries, as fixed, despite variations in output 
of, saw 10 pel cent. Hut let sides volume change 50 per cent, and 
these costs also would be adjusted. Similarly, some ‘variable’' costs 
are such onlv because of management's decision Jt mav he the 
poliev to varv certain direct labor costs with volume of output. Hut, 
if orders decline, management mav decide to retain workers in the 
slack period lather than permit the organization to disintegrate So- 
called variable costs are. therefore, fixed at some points in the 
range An awareness of these 4 differences in accounting and economic 
usage vvill avoid confusion m the studv of shuit-terni cost variations. 

i.o\aiu v v.\HiAno\s i\ cost 

Some business decisions call for the calculation of costs which 
art- likelv to be experienced in the long mu In making investments 
in machinery, foi example, the lui.sinesMiiau considers the costs 
which lie will encounter over the operating life of this equipment, 
which mav extend for five or ten vrars into the future 4 . Investments 
in basic plant push tire time horizon of the businessman even further 
away. 

What are the differences between the short- and long-run cost 
functions? both involve the relationship between cost and output. 
And in both instances the economist assumes that other conditions— 
such as the nature of the product, the prices of input factors, and 
technologic rncthodv—remain unchanged. The chief distinction is 
that in short-term cost calculations the period is so brief that plant 
and equipment c annot lie modified { i.e.. added to or worn out l; they 
are fixed costs V ariations in cost, therefore, are principally attributa- 
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hie to variations in the rate of use of fixed plant and equipment. As 
the period for business calculations is extended, more and more 
modifications are possible in fixed plant. If it apjiears, for example, 
that an advance in sales is likely to la* sustained, management in¬ 
vests in newer and larger machinery, which may lower cost. Ulti¬ 
mately. when the time range of calculations is still further extended, 
it Incomes possible to adjust ull fac tors of plant and equipment to 
the most advantageous si/e. In effect, all costs are variable. The 
long mu, therefore. is to be defined functional!v rather than in terms 
of anv certain number of years: it is a |K rind which is sufficiently 
long to permit tin* adjustment of all factors in the most favorable 
combination lor the production of any given output. 

The /amg*/Inn (.oaf Curve 

In the short term an increase in demand (or the product is met h\ 
more iuteiisise utilization of fixed plant This is accomplished bv the 
application of more variable factors, such as the employment of 
more workers and the use of more materials. (fiaphicalK. output 
expands hv movement along the short-run cost < mvt\ S/UA( \, in Kx- 
hibit V When output has expanded to (>A/, it becomes e\ ident that 
more investment in fixed plant will reduce costs. Accoidinglv, the 
larger plant is built and the new curve, with greater fixed costs 1 but 
lower unit costs ^ is S/t.V( , li demand continues to iuciease. man¬ 
agement expands output bother, until, at OX, more investment in 


inhibit i 
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plant seems advisable. With the new short-run cost curve, SRAC f , 
unit costs reach a longtime minimum at OR. If ci>»tinned increases 
in demand lead to still more investment in plant, the expanded out¬ 
put may l>e available onlv at higher unit costs of SRAC\. But even 
with increasing costs it may be worth while to expand output, How¬ 
ever, at 07* it heroines evident that further output is more cheaply 
gotten through still larger investment with plant curve SRAC f . The* 
solid lines of the successive short-run cost curves of Kxhibit ft indi¬ 
cate the path of movement of costs as management expands (or 
contracts < output in a given plant am! as it shifts from one* plant to 
that of next huger i or smaller - xi/.e. The dotted lines indicate what 
short-run costs would be in each si/e of plant if lit) shift were made 
to a plant of more favorable si/e The vvuvv solid line is sometimes 
called a ‘planning curve" because it represents rusts for outputs of 
different si/e when adjustments have been made in investment and 
tale of plant use appropriate to the si/e of output 

if if were techmealK possible, adjustments in plant would be 
made so that each si/e of output would be producer! in a plant of 
the si/e most advantageous for that output hi formal economic 
theorv an infinite range of plant si/e is available, making possible 
continuous adjustment of plant to output. Instead of the wavy solid 
line of Kxhihit 1. we have the smooth curvc LHA( '. ol hxhihit 1, The 
long-run average-cost curve represents the continuous adjustment 
of short-term plant curves, such as S RA(', and S/i.AC. i and an m- 

t xhihil 4 
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finite unrulier of other short-term curves), to variations in output. 
Curve l.RAC is tangent to each short-run curve, and it touches nulv 
one of these. SHACj at the point of lowest short-tt rm costs. It is 
tangent because, with infinitesimallv small adjustments in plant si/e 
|K)ssible t and this is what economic theory assumes), it is always 
advantageous, in the static: of dccrcasiti" long-run costs, to under* 
utilize a larger plant than to operate a smaller plant at its minimum 
cost In the stage of itutrasinit Ionium costs it is more advantageous 
to overutili/e a smallei plant than to operate a larger one at its 
minimum (list Oulv at its lowest point does the long run cost curve 
touch the minimum point of a short-run curve. 

Economies and Diseconomies of Scale 

The Ibshape of the short term tost curve was explained in terms 
ot more and less favorable rates of utilization n! fixed plant In long, 
tun adjustments there is also some change in tire rate ol use of fixed 
plant as output varies. Hut tins change is co-ordinated with a moie 
important change in plant size, It is a matter ot common observation 
that plants ot the smallest size have higher costs than those of some¬ 
what larger size. Hcduc lions in unit cost are experienced through 
expansion in the size of plant After a certain point, however, these 
economies are exhausted ami higher costs set in, 'rims the long-run 
cost curve, like that for the short run, has a U shapr. but for some- 
W' hat cliff eient reasons. 

I hr* usual explanation advanced for tins phenomenon is that, in 
the earb stages of expansion, plants of largei size enjov advantages 
in sjm‘c ializatiou of labor, in the use of improved techniques of pro¬ 
duction, in finance, and in mass distribution of the product, Kventn* 
alls, expansion of output blinds no further reduction in costs from 
these sources Inste ad, diseconomies of scale begin to appear. I .arger 
size creates problems in co-ordination of operations: formal rules are 
substituted for individual judgment; bureaucratic red tape leads to 
increases in cost The stages of decreasing and increasing long-run 
t ost for the firm varv great Iv from industrv to industrv. In some in¬ 
dustries the economies of size are such as to lead to one or a few 
firms dominating the field. Such results pose questions of individual 
companv poliev ami of public polio. These will be treated in later 
parts of this volume. 

Hasteallv, the U-shape of the firm’s long-run cost curve is at¬ 
tributable. as in the case of the short-term curve, to variations in the 
proportions in which production factors are employed. The condi- 
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lions under which these variations occur differ, however, in the two 
cases. In the short term it was the fixity of plant and equipment 
which was primarily ies|>onsiMe for the- U-shaped curve. In the long 
run the indivisibility of factors in certain specific forms leads to 
variation in unit costs with variation in output Kor example a jrmver 
shovel is more <*ffie ient than an equivalent number ni hand shovels, 
hut the* small contractor cannot use one-tmtli or one-twentieth of 
a power shovel. In the stage ol increasing costs the problem is 
essentiallv one of indivisibility of the factor management 

Size of Plant rcrxti* Size of f irm 

The reasoning of economic throrv about the long-run cost curve 
inns largrlx in term* of plant si/e. A plant Iras been defined as "an 
integration of vaiiniis lived factors of jirorfu c /ion. tvpicallv machines, 
building production lavout, orgaui/atiou et* . This is a techologi- 
cal concept. A firm, on the othei hand, includes more than a single 
economic operation, sue h as is connoted In the term “plant ' A man¬ 
ufacturing firm, for example, m.iv also conduct marketing operations, 
though this is not essenti.il. Then- is no necessarx reason whv the 
optimal si/e i i.r., that at which unit costs are a minimum ? of the 
marketing unit should coincide with the optimal si/e of the produc¬ 
ing unit A businessman must balance the two so as to achieve the* 
lowest net costs of producing and maiketing. Management must like¬ 
wise consider other aspects ni operation, such as financing in seek¬ 
ing the most advantageous si/e of firm One authoritv has suggested 
that there* are* five* major classifications of cost influe nces to consider: 
technical, managerial, financial, marketing, and those- bearing on 
the ability to withstand risk and fluctuations in revenue*. 

The concept of size*, moreover, has several dimensions. We can 
speak of size as capacity at the same le vel of operations This is 
called ' scale* and is measured "hori/ontallv Anothe r dimension of 
size is measured Yerticallv and represents the number of stages 
through which production is carried. This can In* called “depth.’" 
Adequate treatment of the cflect of si/e- on cost must distinguish not 
only Intwecn plant and firm hut between scale and de pth. It is 

Renta! intent tin- imlr sstPioO ><t L'toi*. 

u < 'ontrrrne <■ on Pri< c Rt March, ->p. ni.. n 220 I tain* adfhd 

*' St'frif rc'inj-wnif^. hh h a*. inill*. fVlr^I.ac the * <*l market mg 
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probable* for example, that in some industries production costs will 
be primarily affected by the scale of plants. In others the degree of 
vertical integration among firms may l** the most important factor. 

Si/e, as it relates to the range of goods produced and marketed* is 
also significant. In this connection the distinction between plant and 
firm is critical. Many firms find it advantageous to include iri their 
marketing operations goods which they do not themselves produce. 

Si/e can also he measured in terms of the geographic spread of 
plants, Migration of industry, under the influence of varying prices 
of input factors (e g., low-cost lalior in the South i or market orienta¬ 
tion, play s a part in determining costs of competing firms. Changes 
in tran.S[K>rtation rates may have a major effect on production and 
marketing costs. Multiplant firms, particularly where there is geo¬ 
graphic distribution of plants, meet these changes more or less suc¬ 
cessfully than do single producing units, 

Variations in the size of firm which involve* changes in several of 
the above factors are t(X> complex to indicate with auv cluritv what 
forces are really responsible for changes in cost. It is probably for 
this reason that economic theory has limited the concept of the long- 
run cost curve to changes in scale of plant. 

Flexibility in Plant Size 

Finding the relationship between si/e of plant and costs is com¬ 
plicated hv the fact that many plants are characterized hv "built-in 
flexibility"; that is, they are constructed so as to be reasonably 
efficient ovn a wide range in volume nl output. Flexibility is necessi¬ 
tated hv tJi«‘ experience of many companies with unavoidable fluctu¬ 
ations m output Thus a retail food store almost certainly finds busi¬ 
ness on Fridav and Saturday greater than on other days of the week. 
Ami. despite efforts to attract off-season tiade. mam retail establish¬ 
ments find that December brings |>cak volume, while February and 
July are dull months. Manufacturing companies also find it necessary 
to handle wide fluctuations in output. One of the usual methods of 
obtaining the desired flexibility of plant is to use many small ma¬ 
chines instead of a smaller mimln-r of large machines. Under these 
circumstances costs are little affected by shifts in volume. It should 
be pointed out, however, that this is a deliberate avoidance of the 
most efficient c ombination of factors. 1 * Other aspects of flexibility' 

ss | M C.Urk ^wmwiHs, “A plant u ill nttra make its hoiirrs, <h n.itnos, vats. or 
what n**t, s»jrwlU*r th*n the m<**t cvmmmfc-at s»«c. f<»r Uk* 'take »»f the ftetibihtv that 
jpH** with mimlers" y in (be i of Overhead Cutis {Chicago; Uni¬ 

versity ol Chicago IVctv L92A]. p. I IT 
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lead businessmen to build plants which can be rapidly expanded to 
accommodate long-run shifts in demand. Thus a plant may lx* capa¬ 
ble of being reduced in scale with the onset of a depression; this 
gives it an obvious competitive advantage. Still another aspect of 
flexibility concerns the easy shift to different products from the one 
for which the plant was originally designed. An example of inflexi¬ 
bility of plant in this connection is that of the Ford Motor Company 
at the time when it was producing the Model T Several months of 
production time were lost in retooling for new models. 

Measurement of the Relationship In*tween Cant and Size of Plant 

The major difficult v in arriving at an understanding of the rela¬ 
tionship between cost and si/e is the presence, in practieallv all 
business situations, of mam variables other than those affecting this 
single relationship. Kvrn alter it lias been determined to concentrate 
on the piobleni of the scale of plant, as distinguished from the other 
considerations discussed above, there remain many irrelevant forces 
at work Hecorded plant costs aie affected bv variations. not onlv in 
scale, but in flit* following: < 1 : rate of use of fixed plant. (2 > prices 
paid for input factors; statr of the arts; (1 t managerial skill. (5) 
accounting valuations and procedures, [ft) locational advantages; 
and (7) character of products.*' It lias been noted previously that 
changes m scale also involve co-ordinate changes in rate <4 use of 
plant. The other factors listed, although actually variable in most 
business situations are assumed constant in the long-run cost curve 
of economic theory. 

Several techniques for comparison of plant size have been used. 
Tracing the effects on cost of the grow th of a single plant over time, 
comparisons of actual costs of plants of different si/e operated by the 
same eompam. comparison of actual costs of plants (operated by 
different companies ■ during the same period, and engineering esti¬ 
mates for plants of different size—these have all been emploved in 
determining the* relationship of costs to size. " 

LTb'IXTS OF CIIASGES IS TFCH\OU>GY O.V COST 

In an earlier section we considered the effect on cost of changes 
in the rate of utilization of fixed plant and equipment. There were 
also presented the long-run effects on cost as size of plant was ad- 

Confcrcm c on Frier Hc-w-arch, n;i. cit , p, 22S. 
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justed to variations in output. In Both instances it was assumed that 
other factors, such as technical methods and prices of input factors, 
remained constant. No source* of change in unit costs, however, is 
more significant than innovation in production methods. Techno¬ 
logic change lias heen so frequently associated with reduction in 
costs that it has become a symbol of progress. 

Meaning of Technologic C hange 

As in thcothei lelationships which lie emplovs to explain changes 
in unit cost, the economist, in speaking of technologic change, has 
a verv precise concept in mind The Conference on Price Research 
of the National Bureau of Economic Research has defined technical 
change as any change in input-output relations which is not to he 
atthhuted to changes in factor prices or variations in the rate or 
scale of production of the enterprise in question. ’ Technologic 
change or innovation, in this usage, is the residual cause of change in 
unit cost. Specifically. ’ \m\ change in input-output' irlations is in¬ 
truded tocovei variations in amount of output, in the combination of 
factors cmploved, or in the (fnahti/ ot input factors or product under 
conditions of given plant An innovation mav arise from a change in 
the effectiveness of a single laetoi «n from the was in which various 
factors are combined ’ 

The concept outlined above must he differentiated from mere 
mechanization of production, which is only one form of technologic 
change. In the* economic sense a shift in produc tion methods which 
rearranges tasks and operations hut which does not introduce new 
machinery would also lx* called a technologic change. The con¬ 
cept should also 1 h* distinguished from invention which indicates 
only the futssihilitij of change. An invention must Ik* applied in 
production to ln*comc a technologic change. Similarly, it is evident 
that innovations do not neee*.\ari!\ involve patents, many innova¬ 
tions are operating improvements essentially nonpatentahle in na¬ 
ture. 

Technologic changes have often been designated as “labor-saving” 
devices. Sunil.olv others are identified as ‘capital-saving*' innova¬ 
tions, but this distinction is not significant for the present discussion. 
Main technical improvements involve no substitution of capital for 
labor, or vice versa, hut consist in the replacement of one grade of 

llt (but . p ] 11 
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capita] with another, etc. Also, an innovation introduced at one point 
in the economy may displace labor or capital immediately, hut the 
ultimate results, as to its labor-saving or capital-saving effects, are 
not known until the impact on the total economy is observed. Thus 
there is no reason in what follows to coniine our attention to techni¬ 
cal changes which appear to be clrurh lal*or-saving (or. contrari¬ 
wise*. to those that are capital-saving). 

Typen of Technologic Change 

( hanges in technnlogv have* been defined above* in terms of eco¬ 
nomic effect on costs. It is also possible to t lassif\ technical changes 
according to their physical nature. Kven this approach, however, is 
difficult because of the intcrdejrendcnre of the various tvj)es of in¬ 
novations As an example certain chemical processes which have 
greatb reduced labor costs could not have been introduced without 
the prior development of new materials suc h as alloy steels. Despite 
this overlap, it is conv enient to describe technical changes under the 
following headings: (1) powei and eiicrgx development, < 2 ) ma¬ 
terials (< j i processes i imluding Tiiultipledmution machinery ?; (4t 
indiv idual single-func tion machinerx: and (3- management meth¬ 
ods. 

As new sourc es of power have become economic allv available, 
there have- been marked shills from coal to fuel oil. natural gas, and 
Indroelectric power In 1920, for example tin* ave rage number of 
pounds of coal used in freight locomotives per thousand gioss ton- 
miles was 172 1U 19-JS this had fallen to 113, or bv J>.l pe r cent. 
The* use of newer sources of energy has also led to the introduction 
of more efficient, modern tvpes of equipment, many of which arc 
electric allv operated. Industrial use of atomic ener gy could bring 
major shifts in cost functions. 

Improvement in materials has had two results: use of substitute 
materials and improvement in the quality of products. Prior to World 
War I. automobiles were painted with natural enamels. Manx coats 
wen* required, and the whole process took more than two weeks. 
With the introduction of nitrocellulose lacquers, the drying period 
was so much shortened that the painting operation was reduced to 
a matter of hours. Several years later the introduction of .synthetic 
enamels further reduced costs hv the use of nnlv three or four coats 

r ' Mtttrmt m On* anr! the irawrlirflr h lellowm;; p,*r*c;raplit. i> <Hlsptf?»J from 
Lewi* l, Jxrrwm. Tcrhimiogy in (V 7 V b ( SliwigTHph Xo. 22) 
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instead of the Uni coats formerly required. As an example of im¬ 
provement in product, the average life of railroad ties has been ex¬ 
tended from eight to twenty-one years by treatment prior to use. 

Technical change sometimes takes the form of new processes in¬ 
volving mechanical improvements without chemical reaction or use 
of electrical energy. A spectacular example of this type of improve¬ 
ment is in the* continuous-process industries, where multiple-func¬ 
tion machinery, as in steel strip mills, replaces hand processes. Tech¬ 
nical change also comes through the replacement of mechanical 
processes hv nouuiechauical methods, as in the cast' o! electric wedd¬ 
ing being substituted for riveting 

Improvements in individual single-function machinery appear 
in three wavs: through substitution of mechanical for hand opera¬ 
tions. throngli increased speed of operation, and 1»\ increasing ca¬ 
pacity. In railroad transportation rnanv mechanical devices have 
been substituted for hand operations: automatic block signals, auto¬ 
matic train control systems, and interlocking plant and remote con¬ 
trol have* made it possible to manipulate all main-line track switches 
and signals in a given district or entire division In a centralized 
traffic control board. In the manufacture of cigarettes increased 
speed of operations, with consequent cost reduction, has been 
achieved In substituting rotating cutting knives, which are auto¬ 
matically sharpened and cleaned as the machine operates, for the old 
type of reciprocating knife, which operated in an up-and-down 
stroke and which had to be stopped for frequent sharpening. En¬ 
largement of rapaeitv has also led to cost savings. The average dip¬ 
per cupacitv of power shovels sold to mining companies increased 
frotn 1 7d cubic \ards in 1920-23 to 3.2S cubit vards in 1932-~*>f>, 
Finally, among the tvjres of technologic improvements, manage¬ 
ment methods have made an iuqyortant contribution to cost reduc¬ 
tion. Selection and training of workers for specific jobs, improved 
working methods, reduction in hours, and incentive pav svstems 
have all played a part. In the production of clothing prior to 19-32. 
the bundle system, whereby each worker performed certain opera¬ 
tions on all garments in the bundle before turning them over to 
others for subsequent operations, was replaced by the straight-line 
system of production. The latter system permitted the materials to 
pass from worker to worker as successive operations were performed. 
This eliminated the carrying of bundles from one end of the shop to 
the other and the lifting of tons of garments by the operators 
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throughout the course of the day. "One engineering firm licensed to 
install the system c laims that a certain garment company mcmiitcd 
production 50 per cent, cut manufacturing costs 25 per cent* re¬ 
duced clerical work 33*s per cent, and inspection costs 00 per cent, 
saved 25 per cent of the floor space, and vastly reduced inventory 
of goods in process/ '’' 

Measurement of Technology Change 

A usual method of measuring increases in productivity, as a result 
of technologic change, has hern thiough indexes of output per man¬ 
hour. Labor input is measured as nmnher of hours worked. Output 
per mau-hour is then tneasmed h\ dividing ait index of production 
l»v an index of hours worked. Production and productivity, measured 
in this manner, are shown in F.xhibits 5 and (S for all inannfacturiug 
and for steam railroads, bituminous coal mining, and anthracite coal 
mining lot the period ! l #)H -30 
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A similar approach to the measurement of technical change is 
through till" relationship of pnwei input tn units ul output, foj ev 
ample, pounds o! coal tn kilowatt hours generated. Some* of these 
measures art* shown in the graphs ol Kxhihit 7. 

The eeonouust finds seveial defects in these measures of techni¬ 
cal changes The chief criticism is th.it the\ tail to isolate the effect 
of technical change proper (mm other influences on cost, such as 
change* in rates of utilization, scale of plant, and prices of input 
factors. There appears to he no valid reason for attempting to meas¬ 
ure (he full effect of tec hnologic change in terms of a single factor. 
\eecN*arilv. technical change involves a combination of input fac¬ 
tors. Ihe real problem is that of finding a common denominator for 
summan/ing the effect of technical changes on all factors. This also 
is in hue with the needs of business management, whic h is concerned 
with the net cost savings from technical improvements affecting the 
entire combination of factors of production. Greater pnxhietivitv 
imputed to one factor is of only incidental interest. Keononnsts have 
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Exhibit 7 
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not vet developed satisfactorv tec lumpics <»| measuring tlit- over-all 
effects n| technical change on unit costs. 

Business Dccisiom Involving Technical Change#* 

Despite the absence 4 of satisfnt tors terhniijues for measuring the 
effects of technologic changes on unit costs. there are certain recti r- 
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■'* Tin* and lb< MiW‘ipient paragraph .ire based on Omfririici- on Prti r Risi-arch, 
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rent types of decisions for which businessmen have had to develop 
guides to action. The simplest situation is that in which an innova¬ 
tion, such as an improvement in working methods or in materials, 
contributes to the output of the present period This kind of change 
is reversible, in that the innovation can be abandoned and the com¬ 
pany can go back to its old way of operating. No capital expenditure 
is involved Another tvpe of technical change affects only the pro¬ 
spective revenues of the company. This is exemplified bv an im¬ 
provement in quality of the product or by the introduction of a new 
product. Still another type of innovation reduces future costs, leav¬ 
ing prospective revenues unchanged. This involves capital expendi¬ 
ture in the purchase of new equipment and perhaps the replacement 
of old. Often both prospective revenues and prospective costs are 
affected bv the introduction of technologic changes. The essence of 
all these decisions involving technologic change is a comparison of 
present and prospective costs and revenues, in the current manner 
of producing, with prospective costs and revenues in the new man¬ 
ner. 

Calculations involved in the decision to replace a piece of equip¬ 
ment offer an opportunity to compare the set of considerations which 
logically 'should'’ affect the decision with those which, in practice, 
usually do lead to final judgment. The comparison of prospective 
costs and sav ings "should” lead the executive to consider expected 
operating savings in each future year, the total present worth of 
these savings, the cost of the machine*, the net salvage value at the 
end of the* machines normal life, the net salvage value of the old 
mac hine at the* end of its expected life i or earlier, if the machine is 
sold at the purc hase date of the new machine l, and the residual 
value of the new machine at the end of the life* of the old machine. 
If. in the light of these factors, the present worth of net gains (sav¬ 
ings) exceeds the present worth of net costs, it is desirable to pur¬ 
chase* the machine. “These magnitudes can at !u\st onk be estimated, 
and with varying degrees of confidence As a result, the probable 
savings from the new machine are usually deflated, in business cal¬ 
culations, to a figure which represents the degree of confidence that 
the* businessman has in the estimates. This is accomplished bv intro¬ 
ducing into the estimates “safety factors,’' such as reductions in pos¬ 
sible salvage value* of the new* machine, calculation of an interest 
rate* which exceeds that at which the firm can actually borrow 

w Hml,, p U3I. 
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money, the straight-line method of depreciation, which overesti¬ 
mates probable depreciation costs on a new machine (by failing 
to compound earnings on successive yearly charges b and reduction 
of the estimated service lift* of the machine. Tins last factor is by 
far the most common method and has resulted in widespread de¬ 
mand. on the part of purchasers of equipment, that tin* equipment 
“pay for itself’ in two vears or a similar short period. Sueh low esti¬ 
mates of the service life of equipment are bast'd largely upon the 
expected rate of technical obsolescence which mav In* experienced 
iis still further improvements are develop*!!. 

mi (is ot ( ii.was is nuns of isrrr factors os cost 

The previous sections have been based on the assumption that the 
prices of input factors remained constant. This permitted the isola¬ 
tion of the single relationship under studv. sueh as that of costs and 
rate of use of fixed plant Aetuallv. of course, the prices of input 
factors change from time to time. Wage rates, material prices, and 
equipment prices all van. though in short periods they may remain 
fairlv stable When thev do change', the cost of the product is af¬ 
fected. 

Substitution of Factors with C hances in Prices 

If the prices of all input factors weie to double, the unit cost of the 
product would necessarily double. But different factor prices ordi¬ 
narily do not change at the same time and b\ the same amount. 
When input price change* are unequal, linns find it adv antageous 
to use new combinations of factors, substituting those of lower cost 
for those of higher cost. For example, if the wage rates of workers 
loading bituminous coal advance, mining companies may substitute 
mechanical loading equipment for workers who load by hand. As a 
result, the cost of producing a ton of coal advances by less than the 
amount of the wage increase. 

Influence of Firm on Factor Prices 

Under some circumstances an increase in the output of a single 
firm mav be correlated with a change in the prices of input factors. 
This can occur when the firm buys such a large share of the total 
supply of the input factor that its purchases influence the market 
price. In this case we must distinguish the effects on cost of expan- 
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sion of output per sc from the* effects of greater purchases on market 
price of the factor. 

Effect of Ear tor Price Changes on Cost Curve 

In the earlier sections, changes in output were represented graphi¬ 
cally hy movements along the short- am! long-run cost curves, re¬ 
spectively. A change in the underlying conditions of production. 


Exhibit H 
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such as in the prices of input factors or in the nature of the product, 
brings a shill in the entire cost c urve, as shown in Exhibit S. This is 
analogous to c hanges in the' underlying conditions of demand which 
cause shifts in demand curves. 

W S/Y/ SN rs I Oh F.COSOMIC (OST A YAM s/s 

Problems in Applying Analysis 

It is at once evident that the cost relationships sought bv the econ¬ 
omist are not available hum conventional accounting records winch 
are maintained for dilicreut purposes It is also possible that the 
needs of the businessman go bevond the present capacity of either 
accountants or economists to supply information. 

How far can businessmen go in the precise, as distinguished from 
rnle-of-tlumih. application of the economist s cost functions? It must 
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Ik* recognized at the outset that the economist has merclv provided 
“a formal solution to the decisions that confront the business execu¬ 
tive In selecting a limited number of relations!ups upon which the 
final judgment is to In* based. . . Kvrti within this limited orbit 
o relationships in the economist s model, the businessman is called 
upon to make decisions which are of the utmost complexity. He is 
supposed, for example, to combine factors of production in such 
mannei that thei! marginal productivities are equal and so that these 
marginal contributions equal in value the price of the (actor. This is 
the basil piinciple of production economics. In outer to make* these 
lelined decisions the businessman must know the several relation¬ 
ships puviouslv described in the economists model: the \va\ in 
which cost icspond.s to i h inges in output piodiKed with a given 
plant the costs of building different si/cd pl.mts and the operating 
costs which will be experienced in these plants, the relationship of 
unit costs to alternative technique^ of produc tion, and the* effect of 
changes in price's of input factors on unit costs 

ljirk of In format ion 

Se ldom, if ever, can business executives be expected to possess an 
accurate and complete knowledge of the relationships indicated. 
’The accounting records cannot be vejv ircealmg. as the\ are the 
Jesuits of mans divergent factors dining a single peiind. It is an 
evceedinglv difficult task to isolate the rllrrtx of a single relationship 
in the total picture and one seldom undertaken b\ accountants Lor 
instance, it is possible* to Icain from accounting records how sales 
and advertising expenditures have varied But sales may have flue- 
touted because of factors olliei than advertising expendiluies: 
changes in the income* of the lommnnitv. the poliev of tomjwlitors, 
factor price variations, etc. The simple relation between advertising 
out la vs and sales, w hich economic theory pmsumes the business 
executive to know, is far from easy to isolate' in quantitative terms/**’ 
Moreover, even given the possibility of eoutonning aecounting rec¬ 
ords to the needs of the economist, there remains the question of 
expense. Bctord keeping costs money, and many businessmen are 
persuaded that informed guesses are preferable tu more precise* 
judgments made on the basis of costly records, > The balancing of 
nwrd-kecping costs against operating savings—it might be pointed 
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out—is itself a marginal calculation } In any case, the records, to 
give amplctr information to the businessman, would have to ex¬ 
tend to mariv relationships beyond the simplified categories of the 
economist's model. Unde* these conditions it is not surprising to find 
that economic cost functions are usually disregarded in business 
practice 

This is nut a reason for discarding economic theory. Its task is 
not that »»f describing business condui t in precise detail. Bather, 
it has the responsibility for suggesting, on the basis of the pure logic 
of economic relationships, hypotheses which can be useful in im¬ 
proving business methods. Several examples ot these methods em¬ 
ploying economic concepts of cost are available: break-even point 
analysis, flexible budgets, and incremental costing. These methods 
are designed primarily to show the inihieme of changes in volume 
of production on costs As such thev arc concerned with the econo¬ 
mist's short-term cost func tion. A logical next step is to develop simi¬ 
lar techuiijnes to cover other functional relationships beanng on 
changes in cost. 

su;(;i;sti;i) headings 

Bain, Jor; S. Prti i»»g, Ihsirifrutum. ami /’.mphnjmrnt t pp l KM)4. chap hi. 
New Voile: llcmv Holt & l*o. v lilt.. RMS. A good «-xpoMtinn ut the 
theory of cost chiefly from the point ot \ lew ot the lorn. 

Bov uu\c, Kknsmh I! liroriomif Anu/i/wy chaps, wij am! wiv. Rev. 
ed New Yoik llarjM-r 6r Row. 194.S These < haptrrs which cmri 
some related matters as well. are demoted principally to cost. The au¬ 
thor empluM/rs the relation between tost and supply . 

Bchmiam, Kt iv .mu in V "The Influence of Si/e of Business on Depart¬ 
ment Store Operating Results.” Honarri Husttwss lU’t icic. Vol XVI 
(winter. BIAS*, pp Also "The 1 Apartment Store in Its Coin 

inunity. ibid . Voi. XVUl { summer, 1910-.pp TV>~71 These studies 
are based on data from the annual reviews of department-store oper¬ 
ating data published hv tfie Harvard (daduate Sellout of Business Ad¬ 
ministration. 

(loNi t HKNc i on liur i Bi.sr.Aiw n rw Bi fotvUir and Price Policy. chaps, 
li, tv. vi. \ii, \ New >ork National Bureau of Economic Research. 
BMA (Chapter u contrasts the economic theorv of cost with accounting 
practice. 1 Ampler »v, "Costs and Hate of Output." is probably the best 
treatment of short term costs from the standpoint uf economic analysis 
of accounting data It discusses the short run cost lumtion ami live al¬ 
location of fixed costs. The discussion of statistical cost functions and 
break-even charts m chapter v is also excellent. Chapter vti, ^Techni¬ 
cal Change and Costs.” presents an illuminating discussion of the prob- 



COST ANALYSIS 


173 


lems in this area. As indicated in die footnotes, the authors have drawn 
heavily on this material Chapter x. '"Costs and the Si/c nt Plants and 
Finns,” is a definitive treatment of this subject. 

Dean, Juki, “Cost Structures of Enterprises and Break-Even Charts," 
American Economic Hn iou. Yol. \\\Y|11 \ Pup* rv and Proceedings, 
Mu r/, 19-4S), pp. L>v*f>t An incisive criticism of break even chart 
analysis from flu* viewpoint of economic theory and management up* 
plication. 

IVav, Jmm Jho lit Inf ion of Cost in (hitput for a Mouther Holt Shop. 
Technical Pajier No. 2. New York: National Bureau of Economic Be- 
search, 1941 A sfud\ of short-run costs in an industrial situation which 
aflnrded liunstial opportunities to isolate the «fleet of variations in 
pnxint turn on costs. 

Dei-' John I', hfirnnrduitr I'.ii'uomu' AiuiltfS'is, o hap. iv. lh*\ eel. Chi- 
cacti: huhard D Irwin. Inc . 1949 The author defines the terms of cost 
auah os 

lamuiv ! i \s is I. T< r/ino/ogiy in (htr /.Vow nut/: 7 Monitoruph 
\<> 22 Washington DC. I'S (mvnnmrnt Printing Office, ISM1. 
Part il chapter ». ’The Change in I :il«u PruductiwUoffers numerous 
interesting e\ampl« s d innovations in tec hnnlogx. 

M< I \m \m* U si lu 1 . U. “When Is Selling at a 1 oss a Profitable Busi¬ 
ness Poises X AT..!. Hulh'tin Y Yol \\1 f November 1. 1 *M0>. pp. 
'i2v~>9 \ c‘mpanson of accounting costs and marginal (fists and the 

application <1 these concepts to business poliev in taking on a new 
prod net 

Mi vi us, \i ni.iir E. Moments of Modern Economics. chaps, xi-xii. 3d 
ed. New lork; Prentice-Hall, Inc., 194H Elementary theory of short¬ 
term and long-term cost 

Nation a i Association Com AuorviAvrv "Tin* Analvsis of Cost- 
Yoltune Profit licd.itionships “ Y ;U \ liullrfin , V evl XXXI il)ec( ru¬ 
ber. 1949 h pp ■ r >2A~B'>. A disc ussion of break-even point analysis 

National Association or ('osr Vnirsnvn. “The Variation of Costs 
with \ olume/ i bid > Yol XXX f June lo 1949 h pp 1229-35 Besearch 
Series No. Hi. The authors explain fixed and variable costs in account¬ 
ing usage, 

Baitt-NSto a rni, Wm.tib. and Yiunw, Haymovd. The Economics of 
Industrial XImwgcmrnt. New York Funk & Wagnalls Co., 1919. 
Chapter iv. “Sales-Expense Helationships/ offers a definitive expla- 
nation of the break-even (hart, a form of analysis originated by Pro¬ 
fessor Bantenstrauch. 

Bobinsov K A C The Structure of Competitive Industry. Sow York- 
Harcourt, Brine & Co.. 1932, The author discusses the effect of various 
forces, such as technology, marketing, etc., on the optimal si/e of firm. 
The discussion extends the theory of cost-size relationships beyond the 
usual plant-size concept. 
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Stkj.kvi, Gkohc.i*: J The Theory of True, chaps. \ ii, viii, xii». New York: 
Mucniillau Co, 1947. Advanced theoretical presentation of oust analy¬ 
sis, f»iwith production functions ami carrying through costs 
under imprrfei! market conditions. 

t’.S. Fkiwiiai. TKAi>f Co.MVfissfON. Helntirr Effieienry of Imt^c, Mr - 
{ItunrStznl. utiri Small business: T.S.EC. Monograph Xtt. l i Wash¬ 
ington, IK! . U.S Cnw-mment Dinting Office. 19-11. 'This monograph 
presents a wealth o( cost-si/e data based largely on Federal Trade 
Commission files. The material suffers, however, from tin 4 presence of 
other factors than si/e influencing cost. 

VVm.n. Will. mm J. “Accounting Measurements of Incremental Oust/’ 
Journal of flttsiiu ss t>f the ('riiirrvffi/ of (hicugt*, Yol Will t Julv, 
1915), pp 1 T.VVj The author presents a method oi breaking down 
accounting costs into variable and fixed in mi< h manner that variable 
costs approximate marginal costs. 

Short-Term Variations in Cost 
Case III l IK'MI LASn TAU.OH1SG COMTAXY 
The Homeland Tailoring f.'ompam manufactured men s woolen 
suits, topcoats, and overcoats A small part of the total output was 
Mild under its own brand name; the remainder was sold to men's 
furnishings stoics, department stores, and wholesales, all of whom 
distributed the merchandise under their icsprctive brand names. 
The cornpanv did no direct retail selling. Clothing produced un¬ 
der its own brand name was sold in men s clothing stores catering 
to indiv iduals of higher-thanaverage income. The small number of 
salaried salesmen who constituted the sales force were under the 
direct supervision ot Mr Abrams, president of the company. who 
had founded the business in 1924. Fioni its origin as a tailor shop it 
had grown to a firm producing appiovimatelv 200.000 suits and coats 
|H*r war. 

Actual pioduction of clothing in the compam s plant was con¬ 
centrated in a period of approumutelv nine months each \ear. Since 
the compam produced no line of summer clothing, there' was a 
period of about three months from Jaimarv 1 to April I w hen idle 
capacity frnpientlv reached 90 pci rent. During this period vaca¬ 
tions were granted to as many cmplowrs as practicable, and needed 
repairs ami renovations were made in plant and equipment. 

Mr. Abrams normal)) sold his own brand of suits and coats at an 
average price of $2tt.50 each, and suits and coats produced under 
the brand names of others at an average price of $28.,50 each. The 
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price of S2S.50 was arrived at hv adding approximately 10 per cx'iit 
to total cost per suit as the profit margin, as follows: 


l**u»r $10.00 

I 1 U4 
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In October. HM7. Mr. Ahianis received an intjnirv from the man¬ 
ager ot a large chain of departrmhi stores operating m the south¬ 
western part of the Tinted States, expressing interest in placing an 
order for rVO.tKM) men’s suits of vaiions si/rs as ^perilled, for delixerv 
between \pril 1 and April 15. PMS. It was stated that the order 
would l>e confirmed if the prirc did not exceed SIS 75 per suit 
Although in the past the (“inpaux had taken small orders for a 
few bundled suits during slack jK-riuds. it had nexer handled such 
a large order or sold at a purr less than 521 50 per suit at such 
times. 'I here was no system of standard costs in the plant, and the 
accounting sxstem was somewhat crude Mr. Abrams. I treatise of 
his familiarits with all operations, relied primarily upon his own 
experience in estimating costs of ordc tv 

The chief accountant recc»nmtended that the order he rejected 
Mr, Abrams. unwilling to lose tins business if it rould be liandled 
profitable, sought the help of business management counsel, who 
prepart'd a new statement of costs per suit as follows. 
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In addition to the costs shown alxne. it was estimated that, be¬ 
cause of vacations, overtime would have to be paid in the amount of 
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20 per cent of direct lalior j>er unit. Inability of regular sources of 
supply to provide the full amount of the woolen goods required for 
this order forced Mr. Abrams to use other suppliers. One woolen 
mill was found whic h was willing to supply the* full amount, but the 
mill refused to grant the usual cutters* discount of 2 per cent, net 30. 

The fee of the management counseling firm was $2,(XK). 

( t h KS l K »\ 

1. Should the company have accepted the order for 50.1*00 suits? 

Cast lit. 2; W Mil S (l COLb ASH COl STHY CLVR 

The W aring Colt Cluh was organized in 1929 to operate a public 
golf links. Its facilities included ail eighteen-hole golf course, a 
riding academy run h\ a concessionaire?, and 150 acres of woodland, 
which had hern developed with bridle: paths. Tin* owners ol the 
Waring (Hub intrusted the actual operation of the enterprise to a 
hired manager 

The club was located at the eastern edge of an industrial com¬ 
munity of 250,000 population, about 1.000 fret beyond tlx* city 
limits, and was easily accessible by Iwth auto and public transporta¬ 
tion. The citv parks department operated two municipally owned 
golf links which were fairly well maintained but which were con¬ 
stantly overciowdcd. There was a golf links open to the public 4 
miles north ot the cit\. one 2 miles west, another V) miles south, and 
still another whose entrance was approximately 1,500 feet distant 
from that of the Waring (Hub. At some points this latter club was 
separated from the Waring Club onlv bv a countv highway The ad¬ 
joining club, which had been in operation since 1924. oflered. in ad¬ 
dition to a public golf links, dining and dancing facilities, winter 
sports such as skating and skiing, and. in good weather, tennis. 
Patrons of the adjoining club were drawn primarily from profes¬ 
sional and middle-income white-collar groups. 

Hie owners of the W aring Club lielieved there was a good busi¬ 
ness opportunity in providing golf facilities for industrial workers 
and lower-income white-collar groups. They believed it was not to 
their advantage to compete directly with the adjoining club, A pre¬ 
liminary survey convinced them that the provision of good-quality 
golf facilities for this group at moderate rates not only would draw' 
players from the municipal links and from more distant links but also 
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would reach persons who were not now playing because of lack of 
facilities at moderate prices. Rates for the Waring Club and the 
adjoining club in the summer of 1929 were as follows: 
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Fees for Waring were for the entire daw with no limit to numlver 
of holes plaxed. Fees lor the adjoining club were for eighteen holes, 
with additional fees for further plav. 

The rates for the* Waring Club remained in effect until July, 1933, 
when thev were reduced bv 15 rents in each classification. This 
change in rates was prompted In a decrease in the number of plac¬ 
ers, as shown in Fxhihit 1. The decline in income following the crisis 
of 1929 had not seriously idler ted the Waring Chib until 1913. In 
April tit that vear the fees on the municipal links which were already 
lower than Waring’s rates, were decreased still further, in spite of 
the fact that the links were lieavib used. The club adjoining Waring 
hail reduced its rates approximately 10 per cent on June L 1933. 
After the reduction in rates'in July. 1933, growth in the Waring 
Club’s business continued as before. The rates were restored to their 
original lev el in April. 1937. 

In Maw 1937, the manager of the Waring Club noted that the 
club s facilities were not being fulls used at all hours of the day. The 
bulk of the placers on weekdays appeared after 5 pm, The average 
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number of plavers per day during July and August, 1936, was as 
follows: 
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Increase d industrial activity led the manager to propose that the 
club offer group rates to various enterprises cmplovmg large num¬ 
bers of workers. I’mler these group rates, employees ot the partici¬ 
pating companies would use the goll course, or at least begin their 
plav, la-fore 5 r \i each day except Saturdays and Sundays, w hen no 
plavers on group rates would be accepted. It was the manager's l*e- 
lief tiiat an influx of plavers on a weekday as a group placing a 
tournament would not greath reduce the number of plavers at regu¬ 
lar rates on Saturdays and Sundays, when most plavers tunned their 
own personal groups 

One company which the manager had approached tentatively 
agreed to guarantee a minimum of MX) plavers each Tuesday, under 
the conditions offered, provided that tin* rate was not more than 15 
cents per player. The ow ners were not certain v\ hcthei it was desira¬ 
ble to accept this proposal. One direetnr. after inspecting the op¬ 
erating costs shown in Exhibit 2, objected to a rate of 15 cents and 

hxhOnl 2 

avi l ost ri u ri \si u . err. 
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tl nnd -Ii^ptus .im lutluiK witter? 0 0717 

l >»*«'f»M'uml lulmr 0 010“ 

iMwl $0.2137 


proposed. instead, a rate of 25 cents. The manager pointed out that 
tin* facilities were capable of handling an additional 2<X) plavers per 
dav without any changes except the hiring of an additional starter 
on Tuesdays. The daily rate for a starter was $2.00, After some de¬ 
bate the owners concluded a group contract with the industrial com¬ 
pany at u rate of 15 cents j>er player. 
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Not long afterwards four other companies indicated a willingness 
to sign similar group 1*011 tracts for other da vs of the week, hut at 
rates of 10 amts per plaver. Each of these proposal contracts would 
prmide a minimum guarantee* of 150 plavers. 

The manager Indieved that, when the average imml>er of players 
using the course rose much above 1.000 jjer week, an additional 
full time maintenance worker would be required and that additional 
expenses for materials and supplies would be encountered He csti 
mated these additional expenses ,0 $55.00 ]>er week. 

Ori >mo,ns 

! Was- tin director justified in objecting !u <1 rate of 15 cents per player 
for the group contract accepted !>\ the W aring ( lnf» v 
2 Should the owners have »-iit» red into additional group contracts with 
the four other t ompanirs at 10 4 cuts per plavei f 
> If competing 1 luhs reduced regn/ur wet kilav rate* to 15 cents. eould 
the Waring Loif (lwf> profit.ibl\ :uc**pi rr^uhtr business at this price,-* 

r%r m v nmn \K <'< */«/*< >n vno\ 

The Dr\bak ( orpnration manufactured mens trousers, coats, and 
vests for limiting, work, and other uses [Is production was about 
equalb di\ ideal between goods made for stuck and those made to 
order lot the < ustomer. Its output included about 250 different items, 
but constant changes in design meant that tHr line as a whole was 
continuousK shifting, Individual production orders were small, and 
at an\ one time there wa re mans different orders in process. For this 
reason the 1 ornpanv used the job-lot method of manufacturing. The 
company operated only one plant, which normally required a force 
of 550 employees. : 

Originally. the company used a casting system which accumu¬ 
lated historical costs In job orders. Subsequently, it developer! a 
standard cost system for purposes of pricing. production planning, 
cost control, budgeting, and valuation of inventory The latter system 
had l>een developed gradually over a jvrriod of fourteen years. 

The* standard costs were based on an analysis of material require¬ 
ments, labor o|»eratinns performed, and the overhead applicable, 
Since the garments to be made for any one order usually differed in 
some respects from any made previously, a different combination 

Tiuv 1 <\\r tv adapted frnttj the .V A C livltrtin \ *»t X\\ ■ I>f Htjjx t i 5 J U4S 
H^ranh Siio Nn, li, “A ( *»vt Stu*h 
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and sequence of manufacturing operations was required for each 
product But these processes were widely used in many types of 
garment manufacture, and the operating characteristics of the equip¬ 
ment used were known. Consequently, it was usually possible to set 
reliable costs based on past experience, for tin* particular combina¬ 
tion of operations involved in making any specific, garment. 

In determining standard costs for a garment, the company based 
its calculations on an average size Tims coats ranging in size from 
V7 to 49 would have* a standard cost based on the average* size, which 
might In* size M Variations in costs might occur on individual or¬ 
ders Iftccause of a heavier demand for larger or smaller sizes, but in 
tlu* long run the company lielieved these variations would average 
out. 

When the company received an order, the* manufacturing data 
sheet (Exhibit 1 ). based on a dozen garments, wa> made up. 'Hie 
description and the material quantity standards were shown on the 
front of the sheet, and on the back were listed the operations to be 
performed and the standard allowed hours required. The informa¬ 
tion on this sheet was then carried over to the standard cost record 
sheet (Exhibit 2) on which the* standard cost was developed by 
costing the materials and lal>or at standard rates. 

The material quanhtv standards tor the major materials of the 
garment were determined h\ the use* of templets or patterns de¬ 
signed for the average 1 size chosen. These templets were arranged to 
give the* best usage* of the material, and tin* standard yardage was 
determined bom these areas plus an allowance for end pieces and 
lappings. Standard quantities for the miscellaneous items of ma¬ 
terial. such as buttons, zippers, tags, purchased pockets, etc,, were 
obtained bv inspection of the garment The standard material quan¬ 
tities were transferred from the manufacturing data sheet to the* 
standard cost sheet (Exhibit 2 V where thev were multiplied by 
standard prices. Standard material prices were determined bv an 
annual forecast of the cost of material to be purchased, tempered by 
the inventory on hand at the time that the forecast was made 

The lalior oj>cratiom to be performed on the garment were de¬ 
termine*! by careful analysts of the laving-out of templets, the ma¬ 
terial cutting and trimming, the sewing, pressing, inspecting, etc. 
By .studying these operations in the light of recorded motion and 

3 Tins Uaruhtrd is shown on five lower k*ft-haiul suit* of Exhibit 1 

1 Thew wwv hated on the l.iwrr nghl-haiuJ side of the data short (Exhibit 1). 
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Exhibit J 
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time stndv data, standard time's could he determined and entered 
on the standard cost record sheet Standards set In this method fur 
pricing purjMisrs were temporary hut were used until additional 
orders were received. Then thev were revised hv a studs (if the actual 
time on the prev ious order. 

Operation time standards were summarized in standard hours for 
each of three departments; rutting sewmg. and inspection. The 
time to process a dozen garments of the specified design in each 
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Exhibit t 




hv National ,Vi»vMtnm of f.'u\t Accountants. 


department was then entered on the standard cost record (Exhibit 
2} and multiplied hv the standard hourly rate for labor and over¬ 
head expense combined. The standard labor rate was the average 
rate l>eing paid at the time the standard was set. 

Standard hourly overhead rates for each department were de- 
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termined by dividing the standard allowed hours at the practical 
production capacity* of the department into the budgeted overhead 
expense for the department at capacity. Overhead costs wen* com* 
puted through the use of flexible budgets. The budget for each <lc- 
parturient contained only those expenses which were con tollable 
by the executive in charge of the department. These expenses were 
composed principally of labor, machine parts, and materials, which 
were accounted for as indirect charges to product but which were 
directly chargeable to the specific department. These amounts con¬ 
stituted the departmental overhead charge. 

'I*o the departmental overhead was added prorated general plant 
overhead. This included such items as power, light, office expense, 
vacation pay, depreciation, etc. These were separately budgeted. 

Finally, selling, administrative, and other expenses were applied 
to the job, by means of standard rate times the manufacturing cost. 
This rate was derived from another flexible budget similar to those 
for departmental and general overheads. In this budget, sales dol¬ 
lars instead of standard allowed hours were used to measure activity. 

The standard cost sheet was completed by adding the murk-up 
to the cost to determine the selling price. 

OlKSlinNS 

1. Discuss the conditions which might make standard costs depart from 
“actual” unit costs of any one order. 

2. As a basis for pricing, would the standard cost system of the Dryhak 
Corporation lie more satisfactory in periods when there were large 
backlogs of unfilled orders or in periods when the plant was ojwrating 
at less than full capacity? 

Case UI~4: AIR FREIGHT RATES 

On Ootolrer 15, 1944, American Airlines inaugurated an air-freight 
service in addition to its carriage of passengers, mail, and express. By 
January. 1946, several other air lines engaged in the transportation 
of passengers, mail, and express had also entered the field. These 
carriers were licensed bv the Civil Aeronautics Board to fly regularly 
scheduled trips between designated points and were known as "certi¬ 
ficated carriers.” Initially they carried freight only in the same air¬ 
craft as passengers, mail, and express; but subsequently the larger 

4 That Is. tJw total uumWr M Hour* which could worked by tbr department 
in a fiwn period if there wen* enough orders to keep it busy. 
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lines, such as American Airlines. United Air Lines, TWA, and Penn¬ 
sylvania Central Airlines instituted the use of all-cargo planes in 
which no passengers were carried. These aircraft made regularly 
scheduled flights, as permitted in the certificate of the carrier, and 
frequently carried mail and express as well as freight cargo. 

After July, 1945, a number of noneertificated carriers were or¬ 
ganized and began to compete with the certificated carriers for air¬ 
freight traffic.’ On August L 1947, the Civil Aeronautics Board set 
up a classification of non-certificated cargo carriers which permitted 
these new air-freight companies to operate on a scheduled basis as 
tfjmniou carriers. The C.A.B. also required them to file tarilfs and re¬ 
ports. In this group Slick Airwavs. Inc., California Eastern Airways, 
Air Cargo Transport, Inc., and The Flying Tiger Line transjwrted 
the largest share of the total volume of traffic carried bv this group. 

The rates set up hv American Airlines on October 15, 1944, es¬ 
tablished a sys tom of class and specific commodity rates and applied 
these rates on a mileage block basis. For the four classes of com¬ 
modities, A, B, (', and IX the distance charges were 50, 44, 'Vi.5. and 
30 cents pet ton-mile, respectively, all rates including pickup and 
delivers service. With minor variations, the other certificated car¬ 
riers followed the same system of tariffs, except that some tariffs 
were lower than that of the American Airlines. Upon the entrv of 
the United Air Lines into the air freight business on February 1, 
1946, its tariffs eliminated the four classes of commodities and set 
up instead a single general commodity class with graduated rates 
according to weight classification, to which the rates shown in Ex¬ 
hibit 1 applied. Other carriers soon made adjustments to meet the 
rates and terms of United Air Lines. Effective July 15, 1946, Pennsyl¬ 
vania Central Airlines fill'd a tariff quoting lower rates than com¬ 
petitors except on quantity shipments. TWA followed short!}' in a 
partial rate adjustment to meet competition of Pennsylvania Central 
Airlines, 

The noneertificated carriers s<x>n began to compete vigorously 
in the air-freight market. In February, 1946, Air Cargo Transport 
announced a schedule of rates which varied with the weight of ship¬ 
ments. The ton-mile rates as advertised were 22 cents for shipments 
of 1.000 pounds, 21 cents for 4,tKK) pounds, and 20 cents for 5,000 

1 Prior to August 1. 1VM7. noneertificated earners were not required to file tariff* 
with the Civil Ammatttir* Board. Thrv were not certificated to ftv on a schedule 
busts Iwit matie irregular fiighl* at rales negotiated with each individual shipper. 
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pounds. As the number of companies in the noncertificated group 
increased, rates were gradually reduced. The average revenue per 
ton-mile flown by Slick Airways in the months of March, April. Mav„ 
and June, 1946, was 20.1. 16.1. 17.5. and 13.6 cents, respectively.* 
The certificated carriers made adjustments to meet the competi- 
tion of the noncertificated carriers, and. on August 1, 19*17. a con¬ 
solidated tariff was filed on behalf of all the certificated trunk-line 
carriers/ In this tarifl the basic ton-mile rate was again lowered, the 
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100-pound rates being constructed on a basis of 20 cents jwr ton- 
mile, as compared to 26 5 cents per ton-mile in earlier tariffs. This 
tariff, with minor exceptions, brought about lower rate's on all com¬ 
modities. On the same date Slick Airways, a noncertificated carrier, 
filed a tariff with rates between New York and other principal cities 
served bv it from 12 to 39 per cent lower, according to weight, than 
rates shown in the consolidated tariff of the certificated carriers. 
Other noncertificated carriers filed tariffs early in August similar to 
that of Slick Airways On October 5. 19-17. American Airlines. PC A, 
and United Air Lines, which competed actively with tire nonerr- 
tificated carriers, filed s|H ( ifk enmmoditv tariffs which were not on 
a uniform basis but approximated 13 8 cents jkt ton-mile chi ship¬ 
ments from New York to Chicago and 12.8 cents per ton-mile from 
New York to Los Angeles. Tliesc rates were* lower than those of the 
noncertificated carriers on shipments weighing between J00 and 999 
pounds. TWA met this reduction of rates in part. United also filed a 

*H. W. TorgcT'ww, uf Air FrrigJil Tariffs" Journal of Air l*au: and 

Commerce (winter. 1048). p. 52. 

* This tariff comistwl of tl»r*r> part*. (Ha rule* tariff, <2) a pickup aiwj delivery 
tariff, ami { 3 ) it rato tariff This tariff had the eifni tif making Ok? tariffs of tlw? 
varkn»s participating cert ilka ted carrifTv more uniform. 
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new tariff* effective October 25, 1947, giving substantial reductions; 
in this it was joined by some of its competitors among the certificated 
carriers. 

Upon petition of Slick Airways and the Independent Air Freight 
Association, Inc., the C.A.B. halted these rate reductions bv sitspcnd- 
ing the supplemental tariffs of United, Inland, Southwest, Western, 
and TWA and also the s|X‘cifie comincidity rates of PC A, TWA, and 
American, with some qualifications. The C.A.B, then ordered an in¬ 
vestigation of these tariffs and the tariffs filed by ten nuncertifieated 
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cargo carriers. The (ward stated that the* purpose of this investigation 
was “to at tempt to develop some national principles for tariff*making 
in air transjKirtation as well as to inquire into the* validity of the 
tariffs that have l>eeii filed.'* To carry out its inquiry the* I ward re¬ 
quired all carriers of Imth types to submit briefs and exhibits sup¬ 
porting their tariffs. 

Although the arguments presented in these briefs indicated a 
sharp difference of opinion over the question of costs for the pur¬ 
pose of rate making, the revenue as|x*cts of the problem were not 
neglected. Exhibits 2 and 3 show estimates of the relationship be¬ 
tween rates and volume of traffic as air-freight rates approach the 
level of surface rates. “Expert economic witnesses who appeared for 
the various parties generally agreed that in transportation historv, 
each new form of transportation which has persisted offered services 
and rates winch were able to (1) divert some traffic from older 
transportation systems, and (2) create new traffic. Air freight, in its 
genesis, has shown such propensities."* In addition, representatives 

4 Twgnrson. op, rit , p 61 

• Examiner* Report (C.A.B. DtHktf N». BIO, ♦«# of), p 236, 
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of several carriers pointed out that it might be necessary at times to 
quote rates below cost in order to develop traffic. 

The certificated carriers tended to treat the transjjortation of 
freight as a by-product of their main operations in the transport of 
passengers, mail, and express. The noncertificated carriers. on the 
otlier hand, transported freight as their main and only product. 
Although all certificated carriers were requested to present an ex¬ 
hibit showing Iwith revenues and expenditures pertaining individu¬ 
ally to passenger, mail, express, and height serv ice, only one carrier, 
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Braniff Airways, submitted such an exhibit. The remaining com¬ 
panies stated that laek of information and time pievented them from 
presenting an accurate. 1 statement. The statement of Braniff Airways 
is shown in Exhibit I. 

The noncertificated carriers served primarily a few large cities on 
the cast and west coasts. Slick Airways served regularly eleven prin¬ 
cipal points, California Eastern served seven, and the Flying Tigers 
eight. The certificated carriers, on the other hand, served a substan¬ 
tially larger number of cities; American Airline s, for example, pro¬ 
vided all four of its services to fv> cities broadly distributed over the 
United States. United Air Lines, similarly, covered a wide geo¬ 
graphic area. PCA and TWA served a smaller numl>cr over a some¬ 
what more restricted geographical area. The distance factor was 
greater for the noncertificated than for the certificated carriers. 
Average load was also greater in the noncertificated carriers than in 
the certificated. Both distance and weight factors are shown in 
Exhibit 5. These factors, which affected the exists of carrying freight, 
became one of the principal points of dispute between the two 
groups of carriers as to the nature of certain costs. 

The certificated carriers based their main argument upon die 
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principle of “out-of-pocket'* costs direetlv attributable to the provi¬ 
sion of air-frci^ht service. In their arguments before the C.AJV they 
jHiintrd out that, Irecansr tlirir aircraft provided regularly scheduled 
flights for the* carriage of passengers, mail, and express and Iwcause 
there was adecpiate unused capacity in these carriers, it was not nec¬ 
essary to include as costs of freight service any expenses for Hying 
operations, depreciation of fh ing e<|iupimnr and ground operations 
which would be carried on even if there wen* no freight service. Ex¬ 
hibit 0 shows the average monthlv utilization of this space by Amer* 

t.xhiint 6 

AVAlI.AHIJ: I KFKillT SMUT AND M-iHCKNTAOK 1TJMZATION 
ON (‘OMJUNATION AIKCKAIT FOU AMF,KH AN AlllMMuK 
l/MTKD A lit U NFS. AND TWA F’OH TH1. FI HOT TKN MONTHS 

or MM 7 


* 'nrrrr? 

A v 

Mim 

Tim-Milflp f#i Fr»-«|St , 
< 

|Vrf«iU*(! 

Ctth***) 

Amnnan 
rnitiNj , 

TWA . 

7*».ti02 f 23D 

ft0.82H.01. 1 > 

44t.374.432 

; 0,K70,(W> 

3,351,723 
2.009.152 

so:. 

5 :>i 

4.97 

Avrrapp 



0.87 


Smipe: Brut/ «/ /'wWk ( .A.B. ( ,A,|4. Iir^rt N« 17 i)& <M W.. Muvii 3St, 18MIV 

l>. 30. 




190 BUSINESS ECONOMICS 

icon, United, and TWA, for the ten-month period ending October 

31, 19*17. 

Several factors were emphasized which affected the percentage 
utilization of this space. 

.Since [freight! cargo moves primarily between 9 p.m. and 9 a.m., mast 
available space on comhinafion planes during the period 9 a m. to 9 p.m. 
is not commercially usable. . . . During the period between 9 p.m. and 
9 a.m. United originated 65 }k*t cent of its freight from its major stations. 
. . . Since cargo moves primarily on week class, a large proportion of 
the space flown on week ends is not commercially usable. The testimony 
ot P( A shows that 70 per c ent of its cargo is carried Tuesday through 
Friday. . , . United's calculations do not relate the available space to 
the place where the cargo demand exists, li there is a cargo demand at 
Chicago, tonnage* available on combination planes at Hcno is not com- 
uicrcifillv usable space. . . . When the directional flow of cargo i> con¬ 
sidered, a large proportion of cargo space on combination planes is not 
commercially usable. Exhibits of United show that S2 per cent of United's 
cargo is west I wm ml and only IS jwr cent easthound. . . . For tin* cer¬ 
tificated carriers as a whole the easthound traffic was only i7.fi per cent 
of the westbound/ 1 

There arc shown in Exhibit 7 comparative costs of freight service 
for selected certificated and noncertificated carriers. The column 
beaded ‘‘Carriers* Estimate*' is the approximate out-of-pocket cost 
to the certificated carriers for the transportation of air freight. These 
estimates do not include an allocation of expenditures for personnel, 
facilities, and equipment at stations where passenger, mail, express, 
and freight traffic are handled jointly. It was noted in the hearings: 

These added cost arguments appear valid with respect to station 
personnel. facilities and equipment at any point where traffic volume 
is low, that is. where all traffic can he handled bv the minimum staff, 
and even where greater volume would require additional clerks and 
handlers, some economy might conceivably hr realized by having the 
station manager take on the added supervisory work. But when the 
larger traffic points arc considered, the argument loses force—as freight 
traffic grows in volume the relative amount that can move in combination 
as opposed to all-cargo equipment will become less. A considerable all¬ 
cargo operation at any point will make necessary separate freight terminal 
handling and loading facilities, perhaps at a different airport than is used 
for passenger flights. Bather than acquire additional space for freight 
reservation employees at the relatively expensive locations used for pas¬ 
senger sales, ihev will doubtless I>e located in less costly space, probably 

* Brurf of Initial Ait fours, /nr,, furfmc tfw Cit'd MvonavtU* Board, March 22, 

/SUV pp. ikU-W, pamm. 



COST ANALYSIS 


19! 


Exhibit 7 

COMPARATIVE COSTS OF FREKiHT SERVICE IS CENTS REIS AVAILABLE 
TON-MIEK AND PER ADJESTED REVENTE TON-MIU FOR SELECTED 
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at the freight terminal. As traffic prows, a fairly complete segregation of 
passenger and freight operations will follow, Anv appreciable physical 
separatum of passenger anti freight loading points would tend to ieduce 
the practicability of using passenger-plane space 1 fot air freight, Thus, 
while there is found some men! in the added cos! presentation of the 
carriers, as traffic increases il is foreseen that the operations at major 
points will closely resemble those of an independent all-cargo operator. 
As to station costs at relatively small traffic' points the argument will 
probably remain valid as against a conventional operation serving prop* 
ertv only/ 

In one instance American Airlines estimated flu* cost of carrying 
freight in combination planes at 2,1 cents per ton-mile/ while Na¬ 
tional Airlines estimated its total cost of freight transportation at 
$6.54. the cost of printing weighbillsf It was the use ol these costs 
as the lower limit to air-freight rates to which the noncertificated 

7 Examiner's Rep<*l i C.A.B. Ducket SY- MO tt ai , pp 245-46. 
s Examiner * Hrjtprt ( C..A B Docket No 1705 et oi. » T p 252 
*N. <16, p. 48, brief of Puhtk Couwt u< C A B iCA.B, Drxkrt No 1705), 
pp. 32-48. 
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carriers objected, 1 ’ They claimed that the certificated carriers, on the 
basis of out-of-pocket cost*, were charging rates Ik*1ow tin* cost of 
service and were’ engaging in unfair competition. The noncertificatcd 
carriers contended that some of the flying, depreciation, and mainte¬ 
nance costs should 1m* charged to the carriage of freight. They fur¬ 
ther claimed that, because of air-mail payments, the certificated car¬ 
riers could fly freight at lower rates and coni|K*nsate themselves for 
any deficits by petitioning for an increase in mail payments.' The 
certificated carriers denied this and in their defense argued that any 
such revenue from air-freight service over and above their out-of- 
pocket costs reduced their need for airmail subsidy. 

Public counsel of the C.A.lh raised the question of the future of 
the* air-freight business. It was pointed out that in the* first nine 
months of 19-17, 70 per cent of all revemie-ton-miles of freight was 
carried in all-cargo planes. (>ul\ 'll 7 per cent of the revenue-ton- 
miles of freight carried b\ certificated carriers was, howeser. carried 
in all-cargo planes. w Witnesses for high certificated and noncertifi- 
catecl carriers were confident that the air-freight industry was at 
tlu: beginning of a long period of great growth. All parties concerned 
were asked to estimate their 19-4S freight ton-miles. The total of 
these estimates compared to the actual experience of previous years 
is shown in Exhibit S. In determining the future relative importance 
of the all-cargo plane and tlu* combination plane, it was recognized 
that the important element was not the growth of freight traffic per 
sc but its growth relative to passenger traffic. If the freight traffic in 

Pm tin quarter rnd»*d Septmtlirr W. 1 C M7, Capital Airlines n-port cd that tin- 
total n-vciuM*'! jn-r tnii-nulf-t fv its all-eargo ojirrations ah UvlU contv For this same 
qmutrr, direct thing i osts m ro fih. \& trills per ton-mile ami irnhref t o»stv were 
dd rents |v't (on mile. making a total ot 7 A -pi vents total nat* per tonwide, Tlu* 
total Imv ott onci.Uums ol all i argo equipment amounted to SlO.VpjS based i.'ii the 
MMCdMd miles Sown, Capital Airlines l».ul operating revetnios ol SlUVoOt from carrv- 
Ini; height on its combination airplanes. on On Imms ol 4 J7,'v|0 toinnilia of freight 
on tsunl.iiiMtion plains at a <o»st of fi > trots p-r mih . total c*»st of freight on com¬ 
bination aircraft amounted to MT.VtA, k-.ixing * profit ol $82.Ml A from freight ojirra- 
hnus on combination planes Subtracting the* low on all-taigo freight operation* 
leave* a net profit of ITl.fMH) h>r all Irritffit Mjyefutmm of Capital Airlines Owing 
to a substantial iik mm- in volume, attributed to lower fall's. Capital Airlines showed 
a net profit on its .ill-targc. as well as its combination, operations of freight service 
for the months of October and November. IfMT. 

15 "In determining the bur-mail! rate tn each <a,w\ the Authority shall take into 
consideration among other factors . , the rust'd of cm h such carrier for romiiensa- 

tk*n for tin? trantpitljiluni of mail sufficient to insure the performance of such 
*erxic.«\ and together with all other revenue of the air carrier, to enable such carrier 
under honest, economical and efficient management. to maintain ami continue the 
develo|M>ont of air transportation to the extent and of the ebaraeh'r arid quality 
required for the t«pinw-nr of tlu* Vmted States, the Postal Service. anti tlie National 
Defense.** (Civil Aeronautics Act of l9dS, Sec 4(K1 {b) V 

* s Rrtef of I'Mu Counsel to ( ..AH . Xfttrrlt. 22. 194S, pp. 22-2X. 
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the future were to grow much more than the passenger business, 
then tlu* trend would be toward a proportionate!) greater use of all¬ 
cargo planes. 5 Exhibit 9 shows tin 1 growth of property traffic com¬ 
pared to passenger traffic since 1938. 

’ * Testimony uf Mr H Smith. «hair man *?f thr l**.*rd, Amrrn an Aiihm-v tip 

Mr. Smith, m Amrrn an’f lutur.- thinking ;d*«iit n it f fright. do you 
anticipate that most of the fin the future v-itl 1*- carried in • nniiMMatiim air¬ 
craft or in all-f Htgo type' 

"AturticT. 1 think Jim trend will Iw* toward i arn inc a higher proportion than now 
m all-freight plain**- In othei words. wf air definitely propping to add additional 
all-freight planch (o om venitr . , . and lhr Imlk of th»- tonnage wjtl W OUTttxl 
in »B* freight ph.nev" 

IVstimom of Mr M««rr of United Air I Jims, 

^iiicitiiwi- In view of this trend fh«w»td all . aren-planc *} on United’i nyftem, 
would if be fair to vjv that t!w ali-targ** pin rtr u ill ^svirw' an hk rMiinj; mi porta no* 
•» the carriage of fre ight hv United:' 

"Amu er: If vou art look mg u«tc> the nhimaO futurr. I think ym.'* HrUrf of Public 
Counsel to C A B. (CA B Docket No 17CW a/. March 22. HM8), p 2ff. 
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Public counsel of the C.A.B., however, stated that “the combina¬ 
tion plane has a definite place in the freight field. It enables com¬ 
bination carriers to provide an expedited around-the-clook service 
which benefits some shippers. It also enables the carriers to serve 
small towns when? the operation of all cargo planes would not be 
mmomicallv feasible." 14 

Questions 

1. Df» you agree with the position of the certificated carriers concerning 
costs of carrying air freight in combination planes? 

2. Exhibit 4 shows that only a small share of total expenses is attributable 
directly to passenger traffic. Would the reasoning of the certificated 
carriers with regard to air freight apply with equal force to passenger 
traffic? 

X Does the cost structure of the noneertfficated carriers make them more 
sensitive than the certificated carriers to rate changes? 

4. From the standpoint of the national interest in developing improved 
transportation, what costs presented in this case are significant? 

"Ihul , |>. .m 

Long-Run Variations in Cost 
Cost III-* ( SITED STORES COlirORATIOS 1 

Tim United Stores Corporation ojxTated more than 1,000 small 
department stores throughout the United States. Most of the stores 
were located in cities and towns of less than 50.000 population. The 
merchandise carried was men’s, women's, and children's clothing, 
dry goods, notions, and miscellaneous items of wearing apparel and 
general merchandise. No furnishings or appliances were handled. 
AH sales were for cash except a comparatively small volume of sales 
to institutions. 

Organized in 1900, the United Stores Corporation had acquired 
numerous store units by purchase in the period to 1930. Thereafter, 
the increase in number of operating units went forward more slowly 
and chiefly hv organization of new units instead of through purchase. 
In tin* earlier years stores had I won operated chiefly in small and 
medium-sized towns, but in recent years the coqxrration had opened 
units in in.im large cities. 

In the spring of 1949 the management of United was faced with 
a decision regarding the size and location of new store units, The 
corporation had strong cash resources and no funded debt. Ample 

1 Fictitious, name. 
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profits in the postwar period made it possible to expand the organiza¬ 
tion through reinvestment of earnings. One group within manage¬ 
ment believed that a continuance of the corporation's traditional 
policies of small-store operation was most desirable. Another, be¬ 
cause of the growth of industrial payrolls in large cities, favored 
emphasis on larger metropolitan units. 

Examination of data collected by the Harvard Bureau of Business 
Research for department stores indicated various operating charac¬ 
teristics for large and small stores (see Exhibit 1). Among the mer¬ 
chandising aspects of tin* business fi.e., operating characteristics 
primarily affecting gross margin) it was noted that large department 
stores tended to have a greater share of their sales in home furnish¬ 
ings and small wares and a lower proportion in apparel, accessories, 
and piece goods than did small stores. Also, large stores had higher 
average gross sales transactions, returns and allowances, net altera¬ 
tion costs, and stock-turnover ratios than did small stores. Mark- 
downs in the large stores were correspondingly lower. As a result, 
gross margin rates in the large stores were higher than in small de¬ 
partment stores. 

On the other hand, large stores characteristically had higher total 
expense rates than small stores. These higher expenses were rhieflv 
in the following accounts payroll, advertising, supplies, service pur¬ 
chased, other unclassified expenses, communication, repairs, and 
professional services. The large stores encountered lower expense 
percentages for interest, traveling, and insurance. Classified accord¬ 
ing to functional divisions, there were lower percentages in large 
stores for administration and general expense, executive salaries, and 
real estate costs. Higher costs were met in operating and housekeep¬ 
ing expense and in selling and delivery expense. 

Ql'KS'flONX 

1. In expanding the iminhrf of stores in the chain, on what size unit 
should the United Stores Corporation concentrate its attention? 

2. Are small retail units more efficient than large units? What factors 
other than size a fleet the costs and profits of retail stores? 

Case 111-8: LOSGMS COSTS IS A CM MS Or SHOE STORES 

The following excerpts arc derived from a case study of a retail 
shoe chain by Joel Dean and It. Warren James * 

# The Hrhmkir t*f Coils in a Chain of Sfi*** Sfc*w A SltftistU al Analysis 

(I'nivfisih uf llhicngo Slut lies in Ittmneos Adimnistratwm. Vnl. XII, No. >}. (Chi¬ 
cago: I'nlvrrsiiv of Omugn Prvss, 
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STATISTICAL ANALYSIS 

The objective of this statistical analysis of a group of retail shoe stores 
is to determine the influence of the si/e of a store on its cost of operation. 
Before the statistical results are presented, however, it is first necessary 
to consider the nature of the information available and the problems 
involved in measuring size and cost Section A of this chapter is conse¬ 
quently devoted to a description of the sample, while Sections II and G 
are concerned with the measurement of si/e and c<>st, respectively. Sec¬ 
tion U deals with tin* actual results of the statistical analysis. 

A. Natchf »>» tiik Sami'ik 

From the several hundred stores operated bv the parent shoe corpora¬ 
tion a sample ot fifty-five stores was selected for the purposes of this 
ana!vsis. Annual data on tin* retail operations of each store wore made 
available lor the two years 19YT and 19 YS. The sample' of stores was 
selected in smh a wav as to provide a fairly uniform coverage of various 
o|H*ratiug conditions. \n attempt was made, therefore, to choose a group 
of stores selling different proportions of tin* various tvpe.s o! shoes which 
wen*, at the same time, representative of the sales volume of the stores 
in the chain as a whole. 

In order to secure as high a degree of comparability as possible the 
sample was further restricted on the basis of tin* following considerations. 
First. onl\ those .stores situated in the metropolitan area of a large city 
were included. It was thus possible to minmit/e regional variations in 
wages, rentals, and public utility rates Moreover, since this area is under 
the control of one supervisor, differences in managerial efficiency at¬ 
tributable to siijKTvisorv skill were eliminated. Second, although the 
parent shoe corporation operates several shoe chains, each of a different 
price class, stores from only one of these* chains were iiu hided in this 
sample, in order to obtain the homogeneity of sales service associated 
with uniformity of selling price. Third, the sample was restricted to those 
stores selling men’s and boys* and girls* shoes only; stores selling womens 
shoes being excluded. Fourth, stores recentlv openrd were excluded from 
the sample, on the grounds that they might exhibit marked peculiarities 
because of immaturity. "Immaturity" in this case signifies not only that 
systematic underutilization may exist but also that sufficient time has not 
elapsed to allow the .store to adapt its merchandise to the special char¬ 
acteristics of its market. Fifth, some attempt was made to select the sam¬ 
ple on the basis of a uniform time distribution of sale s, but it cannot be 
claimed that this was rewarded with any success. 


As far as the factor market which confronts the firm is concerned. it 
appears that the demand of the individual stores is such a small propor¬ 
tion of the total that the prices of input factors arc independent of the 
action of the individual store. Even though there is centralized pur- 
* Thrw two years were M'lected forth UraiiM «rf iheir mency murl breau-%* they 
oc tw in marki'dfy different phases of I he Imimeu tydr 
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chaffing by the stoic corporation of some supplies and some centralized 
hiring, which may affect factor prices, the influence of any one store can 
lx* neglected. 


B. Tint Mkamnkmknt of Sizl 

TIw? concept of the size of the individual firm is not a simple one. 
Size, however measured, cannot be dissociated from capacity in some 
sense. It is necessary In make a primary distinction between "technical” 
and "economic" capacity. Technical capacity refers to a maximum rate 
of operations., an upper limit set by the technical character of the plant 
and equipment. Economic capacity, on the other hand, riders to some 
rate of operations which is optimum front the point of view nl cost, i,e., 
the rate at which average cost is a minimum. "Normal” capacity, in 
addition, may refer to some average or modal rate of operations which 
is not associated with either technical or economic capacity/ 

Of the manv size-concepts possible, it is necessary to select one which 
is practically measurable, relevant to cost, and which, at the same time, 
permits comparisons of the sizes of different firms. There are available 
several concepts of size which can be measured and which are not 
without significance for cost. The choice cun to* narrowed to the following 
three types of measure; 11) physical size of plant and equipment, (2) 
input capacity, and {■'}) output ca|iaritv. 

1. ini: amoi-nt or rixi'ji f.qi?ifmknt 

Si/e may refer to the aggregate of productive resources that are not 
alterable in the "short rim." The amount of fixed equipment, however, 
is difficult to measure in terms that permit iiiterfirm comparison, unless 
the equipment is highly standardized and in homogeneous units. If 
equipment is standardized, significant aspects of size for comparative 
purposes could to* obtained—for example, by counting the niimtor of 
spindles in a cotton mill, the numto r of bi ds in a hospital, the numtor 
of knitting machines in a hosiery mill, or some such similar unit 1 In the 
east* of shoe stores, one can obtain physical measures of plant size from 
the numlier of seats in a store, the area of floor spate, or the number of 
standard lighting units {if electrical fixtures are sufficientlv standard¬ 
ized). All these measures are subject to such a high degree of accidental 
variation, however, that none of them gives a trustworthy measure of 
size which permits interstore comparability. 

2 INWT CAPACITY 

It may lie possible in some instances to devise a measure of size based 
on input capacity. A commonly used index of size is the number of 

in Chan>hr*rlif»\ treatment of thv nxtivuiual firm under mmopofatic com¬ 
petition, output t» rot,thli$hrd at ssuor Icvnl W*ss thmi tlw "economic 1 " rapacity. 

^ The iw ot value iurwairw, while a has the tub anttige of comparing hrtcro- 
jjgciwoti* phvrttal units. complex problem* of valuation* which need not be 

considered tone. 
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employees in an enterprise (in census classifications, for example)' Raw- 
material inputs may also serve this purpose—for example, the crude-oil 
input of a refinery, the size of the charge of a blast furnace, or the 
number of tons of ore per day a crushing machine can handle. It may, 
however, often lie oxtremelv difficult to select from the complex of inputs 
that aspect which is most relevant. Especially when human services are 
involved, the concept of input capacity lacks the precision which is 
desirable when measurement is required. In the case of retailing, where 
the dominant input is labor service, measurement presents especial 
difficulties, so that input measures were rejected as a jwrssible index of 
size. 


3. onrriT capacity 

Another alternative is to look on the M/e of a firm as defined by its 
output. Herr again, however, some important difficulties are encountered. 
First, when output consists of variegated products, a complex measure¬ 
ment problem is introduced.' It mav. therefore, he necessary to employ 
index numbers to deal with cases of multiple products. Second, it is 
necessary in this case, as well as in the case of input capacity, to dis¬ 
tinguish whether output represents the maximum possible* rate of pro¬ 
duction. the optimum rate (for a given body of fixed plant), or some 
modal rate*. In one of these c ases tin* measure of size by output is clearly 
superior to anv other. This occurs under the circumstances in which each 
output is produced at the minimum total cost for that output. Here there 
is a one-to-one corresjrondence between output and size, although it is 
true that this case may represent idealized behavior. Despite the fart 
that firms rarelv operate under these minimum-cost conditions, the use 
of actual output as representative of size is the most satisfactory measure¬ 
ment device obtainable. 

The next question to be considered is the information which is avail¬ 
able concerning the output of the shoe stores, The total sales of each 
retail outlet in the sample arc composed of the following tyjH*s of 
merchandise: « a) men’s shoes, ih) troys' shoes, it) girls' shoes, (d) 
hosiery ( men's. hnvx\ and girls’?, fr) rubbers, if) sundries. These cate¬ 
gories are self-explanatory except for sundries, which include bedroom 
slippers, shoe luces, shew* polish, and other small accessories. The dollar 
volume of sales of each cate*gory was available for 1937 and 1938, and 
information concerning the physical volume of sales of men's and chil¬ 
dren’s shoes was also provided; Tin* assortment of shoe- stvles stocked 
differed somewhat from store to store, but information concerning the 

4 The superiority of an input measure arises when the degree of input homo¬ 
geneity is greater than the degree of output homogeneity, r.g., in oil-rrsning it in 
simpler to u*e the input of crude oil rafhrr than the rumples of eud-produf <x. 

6 The lack of data concerning the physical volume of sales of hosiery, rubbers, 
and sundries constituted an important gap in the data. wht<4i prcvrnlwl examination 
of the effect on voM behavior of tarving the propnftlon iff total physical sates com* 
posed of these miscellaneous items. 
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composition of choc sales with respect to the various types and styles was 
not available." 

With this information at hand, the next step was to derive from it 
some satisfactory index of output. Hetail selling output is best considered 
as the production of sales service. Sales service is the contribution of the 
shoe salesman to the prospec tive purchaser in the form of help, advice, 
an<l expert knowledge. Without too much violence to the facts, this sales 
service can lx* treated as a homogeneous produc t. Although the quantity 
and quality of sales service [>er transaction may differ somewhat from 
type to type, from style to stvh*, from store to store, and from time to 
time in the same stou\ tin* variability of sales service is nevertheless 
limited. There are several influences making for uniformity of service 
standards. For example, all the stores in the sample are in one city, under 
the same supervisor, and have standardized recruiting and training pol¬ 
icies. Moreover, the employment of extra salesmen drawn from a trained 
reserve force tends to prevent serious impairment of service standards 
during rush |>eriods, Since marked deterioration of service would result 
in loss of customer good-will and patronage*, it may be presumed that, 
with good management, efforts will be made to confine variation in 
service quality within narrow limits The assumption is probably c orrect 
that the intangible output of sides service is highly correlated with some 
aspect of retail transactions which is capable of measurement The im¬ 
mediate problem is to selec t some one composite measure of the volume 
of shew sales in either physical or value terms which will most reliably 
reflect output in terms of sales service. 


Despite its omission of sundry sales, it was decided to employ number 
of pairs of shoes sold, including both men’s and childrens slim s, as the 
best available index of output This choice was made on grounds of 
convenience and because a more sat is factory measure was lacking. 


( .. Tin. Mi.AsritF.MF.vr nr Cost 

Tlie primary cost data made available bv the shoe corporation show' 
the details of the annual expenditure of each store in the sample. The 
total operating cost is broken down into tvveiitv-three accounts, for each 
of which the annual total is known for the two vears 19TT and 1918. 

Two of the elements of cost listed deserve special mention, however. 
These are genetal indirect expense, which is an allocation to each store 
of its share of the expenses of the chain as a whole which cannot he 
accurately charged to one account, and administrative expense. which 
is the share of the oirpor.itinn's ventral administrative expenses charged 
to each store. In view of the arbitrary method of allocation, it was con* 

* vS«wr the styles and si/*s stocked were adapted to the jieoihanties <>f the indi¬ 
vidual *lw‘« clientele within the limits of the standard series earned bv the chain, 
it ap|H"Arrd unlikely that important hrtenicrfiritx in the sal»N-wTv icr unit resulted 
fowl the relatively minor stare-to- store varnitum in assort men t of {itvlrrs 
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sidered that the inclusion of these two elements might obscure the rela¬ 
tions which it is desired to investigate. Consequently, in the calculation 
of operating cost these two elements were omitted, 

In order to ohtain an insight into the behavior of broader categories 


of cost* the elements of cost were < 

1. Selling fvpeU'U' 
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D. Statists \l Finwvos 

As pointed nut already a se parate analysis of the relation of cost to 
output in tin* fiftv-fivr shoe stores was undertaken fc»r each of the years 
1917 and 191S This was advisable not only because of the lack of 
precise comparability in tbr data for the two years but also because of 
the additional confirmation that would be afforded by agreement in the 
two sets of results. Preliminary examination of the relation between cost 
and output indicated that the pattern of cost lx*ha\ior was essentially 
the same in both years 

This preliminary analysis of the' data bv means of scatter diagrams 
showed the observations to he distributed in a fashion which indicated 
logarithmic dispersion. This was substantiated bv the apjX'arance of the 
scatter diagrams when plotted on double logarithmic paper. < louse, 
quently, except in the analysts of average cost behavior, the logarithms 
of the cost and output variables were employed in the calculations 
throughout the investigation. 

Correlation analysis was used as the basic statistical technique, either 
linear or curv ilinear functions bring fitted to the data bv the method of 
least squares. The fitting procedure was carried through, first, for total 
cost, which is the aggregate of reported expenditures of the store, ex¬ 
cluding allocated administrative expense and general indirect expease. 

: The inclusion of window display uridrr building rxprnw* nether than under .urg¬ 
ing ex pen*#’ mav b«' fiurrfinnwl, U o < lushed a* it i* mainly lyf aiiv of it* xuutharity 
to mtrrinr displavv On tbr other hand, almost the whole of a store is devoted tn 
displaying and advertmrig. <o that if tlv* windrow display were classified as advertising 
im> should much of tiwr <i*ber building expense. Its inchixion m one or the cither it, 
however, not an important matter. 
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Second, the behavior of average cost, derived directly from the data, 
was examined by means of correlation analysis. 


1, TO'lAl. oai 

Hie relation of total cost to physical volume of shoe sales for i&37 
ami for M)38 is shown in the scatter diagrams in the upper and lower 
panels of Exhibit 1. A detailed examination of the position of the indi¬ 
vidual stores indicated that the relation between cost and output remains 
fairly stable during these two years. The princ ipal virtue of logarithmic 
analysis is that changes in the magnitude of the logarithms of the vari¬ 
ables in which interest lies represent relative changes in the variables. 
Consent lent I v. the slop* of a function which is in logarithmic terms 
gives the elasticity of the function of the* variables themselves. From a 
knowledge of the behavior of the elasticities it is immediately possible 
to deduce the shap* of the cost-output functions. The puralmhc shape of 
the fitted regression lines shows that the' relative change in cost is in* 
creasing, compared to the relative change in output. In other words, 
since* the slope of the regression hue is always becoming steeper, the 
elasticity of total cost is increasing over the* whole range of output. On 
the basis of this knowledge of the* behavior of total-cost elasticity, it is 
easily possible* to translate tlu* relations portrayed on the double log¬ 
arithmic scatter diagram into arithmetic terms. 

For example, in order to analyze the 1 behavior of average cost, it is 
necessary only to make use* of the proposition that average-cost elasticity 
is equal to total-cost elasticity minus 1 It is, therefore, apparent that 
unitary elasticity of total cost correspmds to zero elasticity of average 
cost. If total cost elasticity moves from values less than unitv to values 
greater than unity, it is seen that the corresponding elasticity' of average 
cost is at first negative, then zero, and finally positive. This means that 
the average-cost curve displays the familiar v. -shap* with a minimum 
print where average cost elasticity is zero An in.spectitm of Exhibit 1 
indicates that for both 1937 and 19 oS the minimum point of the average- 
cost curve is reached at an output of approximate!v 33.000 pairs, since 
it is at this level of output that total-cost elasticity (the slop* of the re¬ 
gression curve) is unity- 

It is unfortunate that only three stores in the sample have outputs in 
excess of this critical level of operations, for one can. therefore, have 
little confidence in the precise magnitude of the optimum rate of opera¬ 
tion*. This does not mean, however, that the significant change in the 
elasticity of total cost is attributable Oulv to the influence of the large 
stores. Even if they an* excluded from the analysis, an upward l>end 
occurs in the regression line—in fact, it becomes more marked, and the 
pantlmlic shap of the average-cost curve is even mom* dearly defined. 

There are. indeed, some grounds for tin* exclusion of the three largest 
stores from the sample. Those stores which sell more than 30,000 pairs 
of shoe* annually may have special characteristics which set them apart 
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(ram the* smaller stores in the sample. The three large stores are located 
ih the downtown area and therefore art* faced with selling conditions 
which are different from those stores in the outlying regions. While 
downtown stores have generally marked daily peak loads at noon and 
in the late altemoon, pe ripheral stores are more likely It) be subject to 
heavy peak loads on different days of the week e g.. Saturdays. This 
influence* which depends on location, may be sufficient to explain the 
atypical behavior of these stores. If one could lie sure that these stores 
are not homogeneous, they could he omitted from the analysis altogether. 
If t!iiv were clone, there would 1 m* stronger confirmation of the existence 
of an optimum-size shoe .store for out lying metropolitan markets. How¬ 
ever, .since* even without the retention of these* large stores, the existence 
of an optimum size is clearly shown, it was decided to retain the large* 
stores in the statistical analysis. 


2. AVKRAGK GOST 

Apart from the information concerning average cost derived from the 
regression functions fitted to the logarithms of the cost and output data, 
supplementary confirmation was obtained directly In the analysis of 
average-cost behavior. Scatter diagrams were made of average cost per 
hundred pairs of shoes sold for the two years, the pictorial representation 
of this being shown m Exhibit 2. Regression functions were also fitted to 
the average-cost data. The scatter of the extreme observations is so wide 
that the Iwhavior of average tost is not well defined in that region where 
the optimum output was found to lie by other methods. (’.onsetpientK, 
the upward trend of average cost is not apparent when the three large 
stores are excluded. 


THEORETICAL ANALYSIS 

hi this theoretical part of the study Section A will be devoted to a 
number of problems associated with the use of output as an index of 
size and to the difficulties of obtaining an adequate measure of retail 
output Section B will consider the statistical results in the light of the 
theory of long-rim cost of the individual firm. 


A. Tin: \ Air nr am* Mr am rkmint of Rftaii Ovtpit 

A primary difficulty is encountered in attempting to define precisely 
the character of the output of a retail enterprise. The traditional theory 
of tin* individual finn considers the output produced by the firm to be 
units of physical commodities—gallons, bushels, or tons, etc. 


Physically, retail commodities as a rule undergo no change in being 
plated in the 1 rands of the consumer. Therefore* the treatment of produc¬ 
tion as u physical process of transformation is not appropriate to retail 
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$i}|j n g, Nevertheless. the retail store makes an essential contribution to 
the completion of this transformation. 

TYu assumption upon which this study is based is that the output of 
a retail enterprise consists of the services which it renders to purchasers. 
These services place the physical commodities conveniently at the dis¬ 
posal of the consumer, widen his range of choice, and add to his knowl¬ 
edge of quality, grades, and prices. 

It is necessary now to consider the assumptions underlying the meas¬ 
urement of size bv rate of output and to investigate the* bearing of the 
special features of the type of retail enterprise under discussion on this 
identification. The simplest rase is the representation of size bv “normar 
or planned output, where the technical equipment of the enterprise is 
adjusted ideally to the originally planned output. The rate of output is 
assumed to he uniform and synchronized to a repetitive demand situation 
for each future period or ‘week.” Mon •over, equipment is assumed to be 
at all times utilized at its planned rapacity. This is. however, an idealized 
case, and some account must be taken of the fact that all firms subject 
to daily, seasonal, and cyclical fluctuations in demand and using, none 
the less, equipment which outlasts successive waves of high and low 
demand, fare a recurrent problem of unused rapacity. It is not a question 
of errors of planning in rnanv eases, rather it is foreseen by the 1 en¬ 
trepreneur that the existing demand situation gives rise to marked peaks 
and troughs. It will be essential for the entrepreneur to secure some de¬ 
gree of flexibility in operations. 


When the extreme variability of output which characterizes retail 
selling is introdiuvd, there is no longer any clear-cut relation between 
output and size. Plants will be constructed >o that peak loads can be 
handled in some manner, hut it may well be true that under such circum¬ 
stances the inmimimi'cost combination cannot be achieved for anv out¬ 
put. Hather the fixed plant may he designed to achieve sufficient flexi¬ 
bility so that it is jwissible to produce for demand in both the peaks and 
the troughs. As a result of such an uneven time distribution of demand, 
therefore-, the precise corres jam deuce of output and size which is relevant 
in the case of uniform and repetitive demand dot's not exist. 

B, Tun Thkory ok Lono-IU'n Cost of nu: Iximyiptm. Firm 

For changes in output volume that promise to endure for a long period 
the typical behavior of the entrepreneur is to adapt his firm completely 
hv changing the si/e of his fixed plant and equipment, as well as the 
rate of input of more easily variable factors, with a view to obtaining 
the minimum-cost combination of inputs for the new level of output. 
This type of adjustment will he deuoted by “total adaptation.** 
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Attention must now be directed to the behavior of the total cost-output 
function under the assumption that all productive resources are substitu¬ 
tional and freely triable from zero to indefinitely large amounts. This 
is the traditional case of the “long run," which is considered to mean a 
state of affairs in which free variation of all ordinarily fixed productive 
resources is possible*. 


Under the assumptions stated, there is no reason for the optimum pro¬ 
portion of factors, established for one output, to be different for any other 


Exhibit .*? 

TOTAL-COST (TRVF. FOR TOTAL ADAPTATION WITH I'NCHAXO- 
ING PRODUCTION FUNCTION AN1) COMPLFTF UIVI81HUJTY 



level of operations. Under these circumstances, for total adaptation, the 
enterprise* exhibits constant returns to scale, and total cost is, therefore, 
a linear function of output. The total-cost curse is, therefore, a straight 
line, passing through the origin of the co-ordinate system whose axes are 
cost and output. This is illustrated in Exhibit -3. 

Jn developing a model to describe tin* behavior of the costs of a retail 
shoe store when it is in a position to adapt all its facilities (including 
salesmen) to changes in output, it is necessary to take into account the 
indivisibility of the agents of production. It is evident that, actually, the 
capacity of a salesman is subject to wide variation. Nevertheless, it is 
convenient to make the assumption that each salesman possesses a 
specific sales capacity—an assumption which does not affect the sub- 
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Exhibit 4 


TOTAb-UOHT CURVE FOR TOTAL ADAPTATION WITH rNTHANCING 
PROIM-'C.TION ir\(TION AND INDIVISIHIMTV OF FACTORS 



stance of the argument As u consequence, as (ho capacity of the existing 
salesmen in a store is fulls utilized, i! becomes necessary to employ an 
additional man. These t tremnstamrs mtioduce a significant modification 
into the cost function which was previously derived. The change, which 
consists of the introduction of discontinuities, can he shown diagram- 
mutually in Exhibit 4. Tin* ordinate represents total cost, and the abscissa 
output. The total curve cuts the cost axis positively at a height repre¬ 
senting the minimum costs which must In* incurred Indore am operations 
are possible < >\\ represents the capacity of the first salesman, r.i 7 the 
capacity of the second, and so on When operations exceed the level Ox v 
therefore, an additional salesman must be employed, whose selling ca¬ 
pacity b underutilized until the output <>* , is reached, at which point 
no idle capacity exists. The length of the line HH represents the salary 
(excluding commissions) of the new salesman. But now' under these new 
condition*. us long as the second salesman is retained, the cost curve 
becomes l<H(* Similarly, PTE Inwinrs the cost curve for the enterprise 
Operating tit the range rpr,. again provided that the adjustment is not 
reversible. When there is complete reversibility, of course, the cost curve 
for total adaptation becomes tlu* broken line AUHGSFTE , 
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There is good reason to believe that this discontinuous behavior of 
cost is representative of the retail selling of shoes. The dotted sections 
of the mst curses in Exhibit 4 become of particular significance for this 
investigation. For example, suppose a store operates during its rnsh 
hours at or near its maximum capacity with the retention of the same 
quality of service. Then during slack hours in the morning or at other 
times the store will move along the cost curve on to the dotted section. 
This is a result of the fact that the store can anticipate the future occur¬ 
rence of rush periods and will therefore retain the unused sidling force 
during the intervening periods. 


(!. Economic. Intuw’HKTatios oi Statistic ai Findings 
In contrast to the two theoretical models of cost liehavior discussed 
in the previous section, the empirical cost function possesses a branch 
which rises more than proportionally to output when high levels of output 
arc reached. The purpose' of this discussion is to trv to explain this shape 
of the empirical cost function “ 

Exhibit H 
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4 It should hr recalled that the statistically determined c«**t functions afr in 
logarithmic terms. There is. howri».t. no essential difictmcr in the behavior of these 
ctwt ft iik turns if thrv are transform into arithmetic terms (ainsequently, in the 
following distmtion no account is taken of this small |wohIen» 
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Customarily, in the English literature of the theory of cost flu* treat¬ 
ment of long-run cost liehavior is given in terms of tin; long-run average- 
cost curve, the so-called envelope or interplant curve. Tin's curve is shown 
usually to lx* parabolic or U-shaped, In other words, it first declines, 
then rises after a certain level of output is reached. Exhibit 5 portrays 
the long-run average-cost curve as the envelope of a series of snort-run 
average cost curves Points on ( (\ the envelope cur\t\ show the level of 
average eost for the corresponding output when the complex of factors 
of production are harmoniously adjusted, i.e., the plant and equipment 
are ideally adapted t«» produce the given output. The short run curve 
C'C\ which is tangent to the envelope curve at (>.v )4 depicts the course 
of average cost, as the output for which the plant and equipment is 
suited is departed from. Attention is here restricted in the long-run curve. 
It was emphasized earlier, however, that the nature of shot' retailing is 
stirh that a harmonious adjustment of factors for unv output is incon¬ 
ceivable lieeausr of demand irregularities. In consequence, the average- 
cost curve which is relevant in the cast* unde r consideration is one de¬ 
rived from the discontinuous total-cost curve depicttnl in Evluhit -4. This 
average curve is illustrated in Exhibit f>, In tins case average cost at the 


hxhibit G 
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outputs x i% x, T and x i corresponds to points on the continuous envelope 
curve in the traditional cast?. In actuality, the statistical observations 
which are available arc not estimates of average cost for harmonious 
combinations, and there is no reason to lielieve that the empirical cost 
function indicates the shajw* of the envelope* curve. It seems advisable, 
therefore, to drop the envelope curve as a theoretical foundation in¬ 
tended to elucidate the statistical results. 

Nevertheless, in the discussions of the shape of the envelope curve in 
economic literature, there are certain considerations which may lx* rel¬ 
evant to the problem at hand. In particular, the explanation of tin* 
parabolic shape of the curve is of especial interest here. This behavior 
of average cost is sometimes attributed to internal economies and dis 
economies ol scale, whic h arise because of the existence of some indi¬ 
visible fixed 1 actors. In the long-run case by definition, fixity is possible 
only for some aspect of the entrepreneurial function. This is Kalclors 
interpretation, which is a widely accepted one, illustrated in his comment: 

*\ . . The costs of the individual firm must be rising owing to the 
diminishing returns to the other factors when applied to the same unit 
of entrepreneurial ability. The fact that a firm is a productive combination 
under a single unit <»f control explains, therefore, by itself why it cannot 
expand lievond a certain limit without encountering increasing costs."* 

Such an explanation, however, is of little value in the case* of the retail 
shoe stores. The entrepreneurial functions |>erformed bv shoe-store man¬ 
agers are almost nil. in view of the positions of the stores under the 
control of a central office. The managerial and supervisory activities of 
the branch manager can be delegated to assistants In the case of inde¬ 
pendent owners, however, there is a certain essential entrepreneurial 
function which by its very nature cannot lx* shifted. Kalclor s reason mav 
he* valid in the case of individual independent stores, but in the circum¬ 
stances encountered it must In? rejected as inapplicable. 

The envelope curve is also explained in terms of increasing and then 
diminishing effectiveness of managerial control as the firm's size increases. 
Again, in the case of retail shin? stores, the organization of large stores 
is not much more complex than that of small stores, If is true that there 
may be some growth of specialization (eg,, the employment of porters 
and cashiers), but the extent to which this is possible m a shoe store is 
limited. Furthermore, the limited socialization which does take place 
is a matter of display and convenience. The increasing complexity in 
organization encountered in largo-sized stores is intended to maintain 
the quality of the sales service, but this does not imply higher operating 
exists. 

There is one characteristic of retail selling, however, which would 
provide a rationale for rising average cost for extremely high output. 
Such a circumstance would arise where selling costs arc necessary to 

ft N. Kaktor. "Tlx? fcmiilibrmm of the Firm,'* Economic Journal* March, 1954, 
p.<FT. 
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maintain the market of the* individual store. With the growth of the store 
and the xpn?a ding-out of its market, progressively increasing promotional 
expenditure is necessary to draw in peripheral buyers. In the case of the 
stores of the shoe chain, however, there is no evidence that this explana¬ 
tion is relevant. The advertising of the individual stores is very small, 
almost ilie whole of such expense la-ing incurred on behalf of the chain 
as a whole, the cost being prorated over the members of the chain. 

These explanations for the observed behavior of costs must be rejected 
as inapplicable*, therefore, and it is necessary to examine more carefully 
the nature of the statistical observations in the light of the theoretical 
model for retail selling to we if anv more tenable reason tor the shajH* 
of the empirical cost function can be found. 

I,et us consider the nature of the observations of a group of four stores 
of different si /.vs ranging from very small to serv large, lire behavior of 
the costs of such stores was illustrated previously in Fshthit -I, where 
there were assumed to be discontinuities in total cost with increases in 
output but not for decreases in output below each critical lesel The 
total-cost curve for a store becomes /)7T, when its output grows hevond 
the level O r iV Similarly, a store whose output moves Im \ond ( Vi, possesses 


Exhibit 7 
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the cost curve CSF. The same process of change is illustrated when a 
store's output exceeds Ox t and its new cost curve becomes fIRCL It is 
possible to look on these curves as pertaining to different stores, which 
for convenience will he nuinhert*d L II, lit. and IV* This is illustrated in 
Exhibit 7. and in addition a sample of hypothetical daily rates of opera¬ 
tion is marked in on the curves. These dots represent daily sales expressed 
in terms of a rate per annum. The actual statistical observation of cost 
for any store is the average* of all these daily observations, For each store 
the hypothetical annual observation is marked with a circle. The annual 
observation tends to lie comparatively closer to the dotted section of the 
cost curve for large than for small stores. This is because for large stores 
the observations can range between dailv rates of operation of. sav, 
0-50,(100, while for small stores the range is only 0-5.000, Compare, for 
example, the annual average of Store JI and Store IV, This means that 
the problem of unevenness of the distribution of sales over time may lead 
to a compurutivclv more serious underutilization of capacity in large than 
in small stores. It is apparent from the* diagram that a curve* fitted to the* 
animal averages shown bv the circles will vield a cost function which 
acc ords very closely with the nnpiricalh determined func tions portrayed 
in Exhibit 1. 


QrKsnoNs 

1. "An inspection of Exhibit I indicates that for both 1937 and 1938 the 
minimum point of the average-cost curve is reached at an output of 
approximately 33, (KX) pairs.” Does this mean that the most efficient- 
sized shoe store is one handling 33.000 pairs per annum? What qualifi¬ 
cations should he made in this proposition? 

2. What difficulties are encountered in measuring the economic xi/.e of a 
retail shoe store? 

3. Does the empirical cost curve shown in Exhibits 1 and 2 correspond to 
the long-run cost curve of economic theory? In what ways does it 
differ? 

4. The V-shape of the average cost curve is usually attributed to the in¬ 
ternal economies and diseconomies of sc ale f’i.e t si/e of the business 
unit). To what extent does this explanation apply to the average cost 
curve shown in Exhibit 2? 

Effects of Changes in Technology on Cost 

Case in-7: EAST-WEST AIR USES, /VC? 

In 1947 East-West Air Lines, Inc., was operating a main-line fleet 
of twenty-two prewar, twin-engine air liners. With the reduction in 
air traffic following the war, the company was losing money each 
month. Mr. Henry L. Avion, president of East-West Air Lines, had 

1 Fictitious rump 



214 


BUSINESS ECONOMICS 


had conferences with representatives of the Glenn L. Martin Com¬ 
pany, airplane manufacturers, who suggested to him the desirability 
of replacing the company's rnain-line fleet of prewar planes with 
Martin 2-0-2 s. The Martin Company claimed that replacement of 
the old equipment would put East-West again in a profit position. 

East-West Air Lines was a domestic carrier, operating passenger 
planes from Washington and Baltimore to Miami and westward to 
New Orleans and Houston. Its three main routes descrilied a tri¬ 
angle, with the northwestern side of the triangle bounded bv alter¬ 
nate routes from Houston and New Orleans to Nashville and thence, 
as one route, to Washington and Baltimore. Feeder lines were main¬ 
tained to deliver traffic to points on the main lines. 

The capital structure of the air-lines company was considered 
strong. Adequate financial backing made it possible to add to its 
capital equipment, either through Iwrrowing or through issuance of 
additional securities, if that seemed desirable. 

The twin-engined air liners averaged 4(X) miles per trip. Because 
of the inflexibility of schedules, no change in average trip mileage 
would be expected even if equipment were replaced. There was also 
no change anticipated in average numbers of hours of utilization per 
plane per year; this remained at 3,650. The Martin 2-0-2’s, however, 
were capable of maintaining a cruising speed of 253 miles per hour 
as against an average sjhhhI of 191 miles per hour for the prewar 
planes. Block speed of the Martins was also higher; 219 miles per 
hour as against 168 for the prewai planes. The Martin air liners 
seated thirty-six passengers, while the existing planes seated onlv 
twenty-four. As a result of the greater speed and greater seating 
capacity, therefore, twelve Marlin 2-~fL2*s in the course of a year 
could produce more passenger seat-miles than could the larger fleet 
of twenty-two prewar planes. The estimated capacities of the two 
types of planes were as follows: 


/if \/<trftu s?■ !>-£> I'rrunr Hane* 

AvniUMr jM'uf mill* yr. 31*>.000.000 :CC>.000.000 

S«*hI mill‘d at. 00 jm-r m>t 1<>)id factor *07.000,0*10 2(U .000,000 

Despite the reduction in litimlier of planes contemplated with the 
new* equipment, improved speed and turnabout time indicated that 
the same numlier of flights could 1 >e maintained as formerly. 

Tlie original cost of East-West Air Lines' prewar air liners was 
approximately $115,000 per plane, although some were purchased 
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for as much as $125,000, On the accounts of die company these 
capital values had been reduced to an average, after depreciation, 
of $50,000. Tin* new Martin 2-0-2 s were available at a capital ex¬ 
penditure of $380,000 per plane. This figure inc luded engines, radio 
equipment, and other equipment. It was regarded as sound account¬ 
ing practice to depreciate new airplanes such as the M art in 2-0-2 

Fxhiint I 
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over a five-year period with a 10 [Hi cent residual. Most air lines 
with prewar equipment planned to write il off over one or two years 
because of obsolescence. In the opinion of the East-West Air lanes 
maintenance department, however, the prewar equipment amid be 
kept up to C.A.B. standards for alxuit five years without excessive 
maintenance charges. 

To demonstrate the desirability of replacing East-West’s prewar 
equipment with Martin 2-0-2’s, representatives of the Glenn L, 
Martin Company prepared two operating-cost schedules for the 
present fleet of twenty-two twin-engined planes and for the reduced 
fleet of twelve new air liners which could replace it. These costs are 
shown in Exhibit 1. On the basis of these figures Martin represent#- 
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live* claimed that the total cost erf flying 345,000.000 seat miles 
would be almost 8500,000 less than the cost winch East-West in¬ 
curred in 1040, when it Hew 335.000,(100 seat-miles. 

The average ummabload factor experienced by air lines in the 
United States after the war was 65 per cent. Martin Company repre¬ 
sentatives, in making revenue estimates on which to base their argu¬ 
ments, used a conservative load factor of 00 per cent. In many op¬ 
erating periods East-West had been well above the national average 
and on some sections ot line had approached HO |>er cent load factors 
for short periods. 

< t >i:i,sriONs 

I. Should the East West Air Lines replace its main-line fleet of tvventv- 
two prewar planes with twelve Martin 2-0-2's? 

2 If conditions of demand indicated a prohahlr decline of substantial 
proportions in the volume of passenger traffic, would vour answer be 
the same? 

3. flow would changes in demand for tin* products of the airplane manic 
factoring industry differ, over a period of years, from changes in 
demand for air transportation? 

4. What effect have cost calculations made In the air transport industry 
on demand calculations made by tin* aiqdanc manufacturing industry? 

ca*r m S: ri:\\s) ix \xi.\ !i\ium\n c(>\irA\Y 

In the winter of 1946-47. the Pennsylvania Kuilrnud faced the 
problem of |>ossible replacement and supplementing of its fleet of 
locomotives. If new motive power were to In* acquired. the choice 
lay between improved tv]»cs of steam locomotives, on the one hand, 
and Diesel electric locomotives, on the other. 

The new locomotives would serve on that part of the Pennsyl¬ 
vania's main line which extended from Harrisburg to St. Louis on 
the southwest and to ( Imago on the northwest. From Harrisburg 
west to Altoona tin' line rose stendilv in elevation. Between Altoona 
and Pittsburgh, it encountered the Allegheny Mountains with grades 
up to 1.75 per cent. West of Pittsburgh the terrain became undulat¬ 
ing to Columbus and Crestline, beyond which the road l>ed was 
practically level. 

The application of the Diesel principle to railroad motive power 
had its practical inception at the loginning of the I930‘s. It was not 
immediately apparent, from the early record of Diesel power, that 
these units were destined to become reliable instruments for the 
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movement of freight and passenger trains. In the late 1920 s the 
Pennsylvania Railroad began the major task of completing its elec* 
trification twtwcen New York and Washington Electric energy from 
a central power source had long demonstrated its utility as a form 
of railroad motive power. The eastern sealwnird, with its great* 
closely spaced passenger terminals and its tunnels, seemed to be 
better adapted to electric power than to Diesel, with its noise and 
fumes. Furthermore, the frequent use of trains of eighteen cars am! 
more in length required tremendous concentrations of power for 
rapid acceleration in pulling out of the numerous terminals. Electric 
engines energized through catenary systems were particularly well 
adapted to this purpose. 

Thus, while some other roads were looking more closelv into the 
Diesel field, the Pennsylvania Railroad electrified its main lines 
along the Atlantic seal ward. The substitution of electric: for steam 
power in tins area eliminated use of coal for fuel at its most ex¬ 
pensive point, so far as tlu* Pennsylvania w as concerned. It had been 
necessary to pull company coal for this area over the Allegheny 
Mountains into the numerous large eastern terminals Because of 
the great volume of high-speed passenger business between New 
York, Philadelphia, and Washington and because of the tonnage of 
perishable* and other important freight moving between Potomac 
Yard and New York, the steam power then utilized in that territory 
was <»f the’ highest quality and efficiency. Electrification thus re¬ 
leased a fleet of excellent steam engines, for use* in the’ other regions 
of the Pennsylvania Railroad. This made |x>ssible the retirement of 
hundreds of older and less efficient steam engines, thereby lowering 
the average age and raising the efficiency of the steam power gen* 
erallv. If any substantial Diesclization had beer* undertaken in the 
late 1930’s, it would have* been in substitution for highly efficient 
forms of steam power. 

Nevertheless, the Pennsylvania looked closely into the possibilities 
of diesel power. At that time { 1939 > new steam engines could have 
been acquired for half of what was to be their postwar prices, w hile 
the cost of Diesels held at alx>ut SI 10 per horsepower Indore and 
after the war. Thus, on an investment cost basis, the Diesel was, by 
1946, much more attractive than before the war. 

One of the principal considerations affecting replacement of the 
existing equipment of the Pennsylvania Railroad was the remaining 
service life of its fleet of locomotives. The age distribution of this 
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motive equipment wa s as indicated in Exhibit 1.' Of the 4,092 
locomotives in the fleet, 282 were electric, 38 were Diesel locomotives 
and gasoline switching engines, and 4,372 were steam. The usual re¬ 
placement |ieriod for steam locomotives was thirty years; for Diesels 
and electrics it was twenty-seven years.* In the eleven-year period 
from 1935 to 1948 the Pennsylvania Hail road had purchased 331 
new electric locomotives. Thus, in view of the usual service life, most 
of the 282 electric locomotives in its service on Decemlier 31, 1946, 
were relatively new. 

Exhibit I 
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Maintenance policy also played a part in the company's decision 
on replacement of equipment. During the war, railroads brought out 
of retirement all available equipment Hus fact accounted for the 
relatively large number of old locomotives shown in Exhibit 1. It had 
long been cmnpam policy, however, for the Pennsylvania to main¬ 
tain its equipment in good repair in order to insure efficiency in use 
and satisfactory length of life. A "full maintenance" policy had the 
effect of reducing the rate of replacement. 

Certain of the company officials Indies ed that investment in new* 
locomotives should In* determined in large measure by the antici¬ 
pated trend of rail traffic. Exhibit 2 gives freight revenues and ton¬ 
nage carried by the Pennsylvania for the years 1921—16, Exhibit 3 
presents passenger revenues and train-miles for these years. 'Hie 
management estimated that revenue freight ton-miles in the ten 

* Owe 4>fln'tu! i>t the fVtu»vlv*i*u stated: “During the w»r our steam locomotives 
had token a terrific boating fmwi being almost continually in nervier and many were 
in nml of extensive repair* -uni huwirwli were facing immediate oUnlmtnce. This 
wan a furtlwr incentive far quick ii'plaoment by Dies? t-electric power/’ 

1 Interstate Commerce Comminum, Sfulirtier of Hailtcxryt in the Untied States, 
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Exhibit 2 
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billion [kt annum, while revenue passenger train-miles in this jieriod 
were expected to average between forty and forty-six million per 
annum. It was recognized, however, that the general adoption of im¬ 
proved motive power bv competing railroads would have an adverse 
effect on the TVnnsvKama's revenues unless the company also re¬ 
placed some of its obsolete equipment. 

t.xhihit 3 
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A further consideration in determining the desirability of replace¬ 
ments was the operating cost of Diesels and of new types of steam 
locomotives and u comparison of these costs with those tor operating 
present equipment. Although the Pennsylvania Hailroad had had no 
opportunity within its own system to compare operating costs of 
Diesels with those for steam, an experiment with nrw types of steam 
and Diesel passenger locomotives conducted by the New Vork Cen¬ 
tral Hailroad in the fall of 1944 and spring of 1945 threw some light 
on relative operating costs. These* are shown in Exhibit 4. In these 
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tests the New Yoik Central used six 4 .OW-horsepower. double-end 
Diesels and siv 4—V-4, SI Niagara steam locomotives, which were 
comparable to tlie Diesels. 

The steam locomotives in the New York Central experiment were 
used in passenger traffic for an average monthly distance of 25,168 
miles. The Diesels averaged 29.(421 miles per month. The lower 
mileage for steam locomotives in the test was traceable to an average 
time out for repairs of twenty-right da vs per annum. With Diesels, 
repair time was reduced to twelve days per annum. Steam loco¬ 
motives also were more affected by adverse weather than were 
Diesels. Exhibit 4, therefore, is constructed to show a service avail¬ 
ability of eight hours for steam for every nine hours for Diesel. This 
service availability ratio is reflected in the 324,000 miles per annum 
for Diesels as compared w ith 228,000 miles for steam. Based on these 
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mileages, the New York Central experience indicated that costs for 
Gyrating Diesels were 10.7 cents per mile less than for improved 
types of steamers, 

A substantial part of the operating cost of a locomotive was made 
up of fixed charges—depreciation, interest, and insurance. Because 
of the lower initial cost of steam locomotives i $270,000 for a 4-8-4- 
whecl-arrangernent steam locomotive as against $305,000 for a 
comparable 4,000-horsepower Diesel locomotive), annual fixed 
charges for steam locomotives in the New York Central test were 
only $24,453 as against S3S.S41 for Diesels. The effec t of these Uwver 
fixed costs ort total operating costs |>rr mile for steam locomntbes 
can be* seen in Kxhibit 4. With lower annual mileages the differential 
in fax or of Diesel locumothes declines, as shown in Kxhibit 5. 
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In applying the New York Central experience to the- operating 
conditions of their own system, Pennsylvania officials noted that the 
average mileage operated by their serviceable passenger locomotives 
was somewhat lower than mileages on which the costs of Kxhibit 4 
were based. Average mileage per passenger locomotive in the Penn¬ 
sylvania system w as estimated at 75,(XX) jxt annum. This estimated 
rate, however, included all types and ages of passenger locomotives 
and consequently was lower than would be expected from new 
locomotives. The company's actual experience with new passenger 
Diesels averaged 240,(XK) miles per annum. The New York Central 
experiment, moreover, was for passenger locomotives only ; annual 
mileages for freight locomotives were much lower. For Diesels used 
by Class 1 railroads, annual mileage was estimated at 120,000, and 

Tint* w slightly in rvj A flu* “jiaxwrmt*** train mr jvr $fujwn in 

Exhibit 3, because of doublc'!)t'adin^ amt light tnmmotj** mr>v*'iwnU 
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for new 5,400-horsqxwer steam locomotives it was 102,000/ Thus 
company officials believed that mileages, shown in Exhibit 5, of 100,- 
000 for steam and 180,000 for Diesel would be closer than the higher 
base mileages of the New York Central test to the experience of 
Pennsylvania main-line locomotives. Aside from depreciation 
charges, executives of the railroad believed that operating costs of 
main-line steam locomotives were not greatly different from those of 
the new types used in the New York Central experiment. 

In examining the New York Central experience, officials of the 
Pennsylvania were impressed with the lower fuel costs of Diesels. 
While Diesel locomotives used relatively high-cost fuel in terms of 
B.T.L'. content, actual fuel trusts for Diesel locomotives w'rrr sub¬ 
stantially less than those for steam locomotives because of the much 
greater efficiency of Diesels. A survey of the Interstate Commerce 
Commission' indicated that steam passenger locomotives of the 
Eastern District roads used an average of 170 pounds of coal per 
locomotive mile, while Diesels required 2.7 gallons of Diesel fuel 
to accomplish the same work. In recent veurs prices of both coal 
and Diesel fuel had lieen going up. although the rate of increase of 
coal was substantially more than that of fuel oil, as shown in the 
following tabulation: 
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based on 1946 fuel prices, the New 

York Central 

studv arrived at the 

following fuel costs per mile: 

Owl 170 H*». Ui $3.25 ton . 

Trnii#portnt*nn A fttornffr 

fuel : 2.7 (ft $0.0613 |>er gal. 

I rnii'*|iort»*noh A storuKn 

$0 270 

0.134 

so! 410 

$0160 

0.144 

$0.2*0 



It seemed to the Pennsylvania officials that a cost of $0,134 per 
mile for transportation and storage of coal was somewhat high in 
view of the company's proximity to coal deposits. On the other hand, 
transportation and storage charges for fuel oil would probably be as 
high as the New York Central figures indicated, since it would Ik* 
necessary to transport it from the Southwest, outside the Pennsvb 

VP. W Kklcr, “An IV situation of H,ali>wul Motive FYmcr,” Rttiluxxy Agt, August 
Jit), IH4,. 

* Statement M- 2 JW). llnrmlirr. 104(1 
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vania’s network and with consequent out-pavment for transportation 
expense. 

Special processing of water for steam locomotives was necessary 
at practically all water stations west of Harrisburg. These facilities 
consisted of large overhead tanks, equipment for chemical treat¬ 
ment, and pumping machinery where gravity flow was not avail¬ 
able. For Diesels, on the other hand, no special facilities were re¬ 
quired. as water was treated on the locomotives. No abandonment 
of main-line water stations was contemplated, as it was recognized 
that operation of some steam power would continue for many years. 

Finding facilities, because of the greater operating span of the 
Diesel, could be reduced in numl>er, although new facilities would 
be required to handle liquid fuel, if Diesels were list'd. The Pennsyl¬ 
vania estimated that approximately $2,500,(MX) would he adequate 
for installation of fueling facilities necessary to inaugurate Diesels, 
should they hr used. 

Moreover, Diesel locomotives, being very intricate pieces of ma¬ 
chinery in contrast with the relatively simple steam locomotives, 
would require the establishment of extrusive shop facilities. Here, 
however, liecausc of the greatly expanded range of the Diesel, not 
so manv shops would Ik* maintained as would be required for steam 
locomotives. In converting to Diesel, the Pennsylvania officials esti¬ 
mated that a large passenger Diesel repair shop would be needed, 
at a cost of approximately $1,200,000, and a freight Diesel shop, 
estimated at about $3,fXX),000. It was probable* that these repair 
shops would Ik* located near the lines of heaviest traffic, preferably 
at Harrisburg. 

In addition, smaller repair and storage facilities would l>o neces¬ 
sary if Diesel power were used. Such shops would be located over the 
western end of the system, at such places as Chicago, St Dm is, and 
Crestline, Ohio. It was contemplated that space in existing engine- 
houses would Ik* used and that modifications of such space would 
require an outlay of $500,000 for each of six shops. Facilities of this 
sort were usually amortized in twenty years. 

One of the most difficult problems which the management fore¬ 
saw for the road, in converting to Diesel power, was the retraining 
of operating and repair personnel. Because of the seniority system 
enforced by the Railway Brotherhoods, engineers of steam loco¬ 
motives were generally older men who had attained their positions 
only after many years of service with the road. This made retraining 
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difficult. To a lesser extent, these obstacles would Ik* encountered 
in the repair departments. The |>er$ovi»el department estimated 
costs of retraining personnel arid pensioning superannuated em¬ 
ployees at about $500,(XX) to Iw* spread over three years. 

Eventual replacement of the 4,572 steam locomotives of the Penn¬ 
sylvania system by Diesels, if accomplished, would involve a sub¬ 
stantial cash outlay by the company, but it was anticipated that 
conversion could be undertaken gradually as funds for reinvestment 
became available. The company’s financial position was extremely 
strong, and until 1946 there bad been an unbroken record of net 
earnings for one hundred years. In 1946 the deficit was attributable 
largely to the disproportionately high volume of commuter service, 
short-haul E.C.L., express, and mail handled hv the Pennsylvania 
at relatively low rates. It was impossible in the short run for the 
Pennsylvania to reduce its expenses in proportion to the decrease in 
its revenue. The management believed, however, that after a year 
of readjustment to more normal operation, a more favorable balance 
between revenue and expense would again 1 m* established. 

To assist the roads in postwar readjustment, the Interstate Com¬ 
merce Commission granted certain rate increases. The Pennsylvania 
had received a 6 per cent temporary freight rati* increase in Julv. 
1946. As of January 1. 1947, this increase was raised to about 17.6 
percent on freight rates. Effective on June 1, 1947, was an increase 
in passenger fares for coaches from 2.2 to 2.5 cents per mile, and 
in Pullmans from 3.5 to 3.5 cents per mile. 

With the tremendous volume of freight and passenger traffic 
handled during the war sears, revenues of the Pennsylvania system 
increased greatly, as may be noted from Exhibits 2 and 3. Both 
revenues and earnings dropped off markedly after the war to new 
postwar levels, which, however, were well above prewar levels. 
Since the Pennsylvania Railroad System was located in the primary 
industrial area of tin* nation, management believed that its revenues 
would not materially decline in the near future. But it was noted 
that 32 per cent of the company's revenue and 58 per cent of total 
weight in 1946 came from hauling mineral products, chiefly coal. 
Possible declines in the production of coal as industry and transpor¬ 
tation agencies converted to the use of other fuels suggested a de¬ 
cline in one source of revenue. If was not believed that the com¬ 
pany's change from steam to Diesel power would have any marked 
effect in accelerating the general movement of industry to abandon 
coal as a fuel 
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Related to this problem was the supply of coal as compared with 
that of fuel oil. Rapid conversion of industrial and domestic con¬ 
sumers from coal to petroleum products had created a shortage of 
oil in the years immediately following the war. While this condition 
was regarded by some executives as likely to be of short duration, 
certain leaders in the rail industry were* extremely wary of the 
dangers inherent in an uncertain supply of oil. 

By the end of 1946 the lYnmv lvuuia Railroad had not vet adopted 
a definite policy of conversion to Diesels. In his annual report for 
1946 the president of the road, Mr. M. W, (dement, stated: 

During the year, thirty -seven steam locomotives and tenders were re¬ 
ceived. . . These are the most powerful passenger steam locomotives 
in our service. . . . There wcic on order at the close of the vrar twenty 
6.600 horsepower passenger and two 7.500 horsejniwer freight Diesel- 
electric locomotives, scheduled lor delivery in 1947 Since the close of the 
vear. m'neteen additional fi.lM) horsepower passenger and six 7,500 horse- 
power freight Diesel-electric locomotives were placed on order. 

Further Diesel orders were placed during 1947, and in thi* ('hi- 
cago Tribune on March 25, 1948. there apjrearrd the following: 

The Pennsylvania railroad has placed orders for 114 additional Diesel- 
electric locomotives ... in connection with its 157 million dollar im¬ 
provement program, M \V. (dement, president, announced yesterday. 
These orders bring the road’s total since the war to 574 diesels, 

We are well under way, said Mr. C'lenient, on one of the- largest Diesel 
locomotive installations in the country. By May of this year we expect all 
of our important east-west through passenger trains will he handled by 
diesel power in the rion-electrifird territory west of Harrisburg, Fa, Our 
Diesel switcher program also is extensive. 

Questions 

L Was the Pennsylvania Railroad justified, on the basis of oj>erating 
costs, in converting from steam power to Diesel power in the postwar 
period of 1940-4S? 

2. How would the prospect of a substantial decline in traffic affect cal¬ 
culations to convert to Diesel locomotives? 

Effects of Changes in Prices of Input factors on Cost 
Case 111-9: MAYFLOWER SHOE CORPORATION' 

The Mayflower Shoe Corporation of Brockton, Massachusetts, 
was a manufacturer of high-quality men's shoes. Its products, mar¬ 
keted under the brand name M Mayflower/' enjoyed an excellent 

* Fictitious name 
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reputation among high-income customers of quality shoe stores. A 
medium-riml firm of approximately five million dollars in total 
assets, the corporation was generally regarded as progressive and 
well managed. 2 

In the spring of 1939 the corporation was faced with a demand 
cm the part of the union, to which all its employees belonged, for a 
10 per cent advance in piece rates and corresponding changes in 
hourly wage* rates. Several members of the shot* manufacturers' trade 
association, of which Mayflower was also a member, indicated their 
intention to accept the unions demands. The management of the 
Mayflower Corporation (relieved it had no alternative but to agree 
to the higher wage rate. If accepted, the new rates would apply to 
the fall production season, which began July 1. 

The president of the company asked the controller to prepare 
estimates of the probable effect of the increased wage rates on total 
costs of production. The president was aware that leather costs hud 
in the past accounted for 50-60 per cent of total costs and that labor 
exists constituted 25-30 per cent of the total, depending on the styles 
and types of shoes in the ‘sales mix.” Leather was bought on the 
open market, and the purchasing of the quantities used by May¬ 
flower bad a negligible efleet on market price. The president knew 
that no cost reductions could be expected in that quarter to offset 
the rise* in wages. 

All the shoemaking equipment in the Mayflower factory was 
leased from the United Shew* Machinery Corporation. For most of the 
equipment Mayflower was charged a rovaltv based on volume of 
production, which was measured by the numlmr of pairs of shoes 
processed. For certain machines, where there was no satisfactory 
measure of production, the lessor charged a straight monthly rental. 
Charges of this sort ranged from 19 to 26 per cent of the combined 
rovaltv and rental costs of the company in the period 1930-38. The 
United Shoe Machinery Corporation maintained a large staff of serv¬ 
ice representatives, who kept the machinery in excellent repair. These 
representatives were in the plant almost daily and worked intimately 
with shop foremen of the Mayflower Corporation. 

For nearly ten years the corporation had operated a standard 
cost accounting system. The purpose of the system was twofold: 

9 Material tor this « » derived in part from T S F C. Monograph So. 5. /ndur- 

trlal Haiti, h*hot Cost*, and Frier Polurin ( Washington, D.G.: Government 

Printing Office, 1^40), pp. 4-25. 
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(1) to enable the company to establish selling prices based upon 
estimated costs and (2) to provide a standard for comparison with 
actual performance. The calendar year was divided, for budgetary 
purposes, into two six-month operating periods: tlie spring season 
beginning on January 1 and the fall season beginning on July I. A 
few weeks in advance of each season the management was ac¬ 
customed to prepare operating budgets for the ensuing season. The 
first step was to prepare an estimate' of sales from figures supplied 
by the salesmen and reviewed In the sales manager, controller, and 
president. A production schedule was then prepared for both con* 
tract and stock shoes, with a view to keeping tin* plant ope rating cm 
a steads inonth-to-monlh basis. Other steps in the- preparation of 
standard unit costs were summarized in the corporation's accounting 
instructions as follows: 

Material costs are figured from a standard estimate of leather required 
for each tvpe of shoe based on figures supplied by a subsidiary of the 
United Shoe Machinery ( orp. These materials arc* priced for the cost 
budget at a weighted average of the pnee of slock on baud and the 
expected cost b»T the additional quantity required during tin* next 
season taibor costs are built up from piece rates on particular styles 
and makes of shoes, to which is added an allowance for labor paid on an 
hourly or dav basis. 

The Jal>or cost catalog contains over 25.000 piece prices for the various 
operations needed to manufacture all stvles and grades of shot's, as well 
as the standard da\ work allowances by departments. The latter are 
computed by dividing the estimate] day work pay roll for each depart¬ 
ment by the estimated average production. To arrive at a per pair labor 
cost figure hv departments for any stvle of stew*, the piece prices of the* 
operations (railed for by that style* arc added to the standard day work 
allowance for each department. 

The other per-pair costs are figured from the production budgets 
prepared earlier. The manufacturing expense allowance per pair is cal¬ 
culated by dividing the total budgeted manufacturing expense by the 
estimated volume of production in number of pairs. The selling and 
administrative expense allowance is expressed as a percentage of the 
selling price, a percentage computed as the ratio of budgeted selling and 
administrative expenses to budgeted dollar s«des. 

Royalty and rental costs per pair, which are the charges for machines 
leased or rented from such companies as the United Shoe Machinery 
Corporation, are computed along with other items in manufacturing eon- 
*“l>ay work" includr* direct lalx/r an npi-nliom where pHve rotes haw? been 
found unsuitable amt indirect labor, such the boys who awsist piece worker* in 
actual pdudion and those who look after the repairing of damaged shoe*. Other 
indirect labor, such as rock pushm, janitors, and other maintenance jfku, h in¬ 
cluded in "manufacturing expense.*’ 
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#tant by dividing the estimated charges, including rentals (on a time 
basis) and royalties (on a pcr-pair basis), by the budgeted production. 
Other costs, such as commissions and discounts, are expressed as per¬ 
centages of the factory selling price of the particular shoe. 

Standard factory costs (labor, materials, and manufacturing expenses) 
usually remain unchanged throughout each season, and differences which 
may develop between actual and standard costs are reflected in monthly 
"variation reports." If shoe prices are ( hanged in the middle of a season, 
the other standard cost items such as commissions, discount, selling and 
administrative expense which arc all computed as a percentage of selling 
price, are refigured. At the beginning of the next season, all standard 
costs are recomputed in the light of changed market and labor condi¬ 
tions.* 

Thus there was a lag between the time when changes in wage rates 
were made and the time when thev were reflected in standard costs. 
For example, a wage change made in July or August would not lx* 
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Exhibit 3 

CHANGES l\ WAGE RATIOS. STANDARD PIECE-RATE COUTH. AND 
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figured in standard cost estimates until inid-1 )eceml>er, to apply to 
the season opening January 1. 

In preparing estimates of the effect of the prospective wage in¬ 
creases of July 1. 1939, on costs, the controller reviewed the relation¬ 
ships which had prevailed in the past between wage changes and 
standard piece-rate costs per pair and between standard piece-rate 
costs and total labor costs. The results of his survey are presented 
in Exhibits 1 and 2. The c ontroller noted that from the fall of 1932 
to the fall of 1933 there was an advance of almost nine points in the 
index of piece-rate cost and that from the fall of 19VI to the spring 
of 1935 there was a decline of nine points. These changes in piece- 
rate costs he attributed in large part to the shifting of certain opera¬ 
tions from piece work to an hourly basis and vice versa. He* regarded 
these cases as exceptions to the* usual movements of piece rates and 
labor costs. 

To determine the bearing of shifts in labor costs on total manu¬ 
facturing costs, the controller prepared a breakdown of the follow¬ 
ing cost components: labor, materials, manufacturing constant 
(overhead;, and total factory cost. These data are presented in 
Exhibit 3. On the basis of these studies the controller recommended 
to the president that the prices of shoes sold by the company be 
advanced 10 per cent for the fall season beginning July 1, 1939. 
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STANDARD COST COMPONENTS. TOTAL FACTORY COST, 
FACTORY WHOLKHALK PRICK. AND SALES IN PAIRS, 1931-38 
(1932 A vi>ing<» per Pair « 100) 



. ■ ■■■■■ t v.«r r-.'*.”.•*."1.T7S.Y, 

*y.t T—:'T • :T;TVii':m 

! 

; M*rm- 

1 | 

i 

fftrt'inikg ; 

, Mitrniil* r 0 )wt*nl ; 

Ovi*t 

Ti»u! J R. u>f > 

fftrl/iry W Itolt^sD pV* 

< r*l !'»*«• ,wr * 





1931 


Spun# 

; 11 HO 

I ISO 

111.0 

124 7 . 

ns o 

ir»2 7 

Fall 

IW2: 

H. r »,r. . 

127 1 

lot.l : 

n so : 

l is 0 

100.0 

Hpnna 

Full 

m:i 

loon* 

iuo.o* 

100.0* 

100 0* 

100.0* 

111.7 

HS.3 

Spring. . 

! 

t 

* 

f : 

t 

702 

Fall 

um 

K7.;i i 

wi. i ! 

OS 7 ; 

92.7 

o.vr. 

KS.O 

Spring 

t 

t ; 

t - 

1 

+ 

Oli.S 

FnU 

UK* 

109 7 : 

07. a 

107.0 

101 1 

r»7 0 

Spring 

: H2 

ws n 

07 a 

101.7 

o r. ;* 

t 

Full 

hirtfC 

MC. 7 

101 0 

03 9 

mas 

•o.:. 

t 

Spring 

: 0)7 i 

u»Sf» 

92.0 

103.1 

101 1 

72 0 

Full 

1937: 

no i 

112.(1 

SO 0 

100 0 

101 1 

S4 fi 

Spring 

111 

1112 

02 H 

109.2 

101.1 

so a 

Fall 

193S 

IHVO 

12S.fi 

100.2 

119 fi 

mo 

04.1 

Spring 

' IM.2 

1! 5 0 

io:ui 

112.H 

112 4 

M\ 

Full 

110 2 

107 1 

Ills.2 

110 7 

112-1 

00,9 


* f tn\\ lit* m% *'»(HV*' ihc- WK** il»»| I'lri* ».* Oi.iurti jt« fiir I'.truro* to' «"»■ b ***»*> > ft rt'fb f-r n i .'mn#* in tlii' 
r*ma<nit:'iii.ti of 111 #* ami# \» n r‘-w:il •»< Oils Hmuq* n,!’. tli» lining tw'Riniuoff «il!i %tf t*,«f ft #1 uj# 

wlooU i‘o#( niioi'oltAi l«ms D» »'onstfH>‘t Hmn ft#' *hf** |<Mur to tS&j *01 S i r * '‘*1 

t Coal 0*0* r»«#t »>mUHIc 

Kiijrw r |V.H' r. Aft- .* /ikfMl'wi If'iar llfllrt. /.«jAs ( fi'Ri, rtW fVtci«a wtiontton. 

tl.o <H»vpnunp»( I'nnRnu iww, l'>4U , d IT 

Shortly after the controller had submitted his report to the presi¬ 
dent, the sales manager offeree! an alternative recommendation. He 
believed that, in a highly competitive market, a 5 per cent reduction 
in the factory price of their products would stimulate demand to the 
point when* the larger volume would result in lower unit costs of 
manufacture and greater profits for the company. 

Question 

l. Which recommendation should the president of the Mayflower Shoe 
Corporation accept? 




Part IV 


m r r rmrrrmrrrinnrrinnrrr^^ 

PRICING AND PRICE POLICIES 


In its sales policies a business company selects the best means for 
obtaining satisfactory revenues. In the first place, there is the possi¬ 
bility of increasing profits through selecting a more successful prod¬ 
uct or combination of products, that is, through adding and dropping 
lines. Resultant changes in ' sales mix" are an everydav occurrence 
in most businesses. The company can also modify and improve exist¬ 
ing products with a view to enhancing its sales position. Considera¬ 
tions such as these constitute the company's “product policy/’ There 
mav also be possibilities of increasing sales through promotional 
effort, such as advertising. Still other adjustments of sales policies lie 
in the direction of extending services, such as transportation, c redit, 
and technical assistance to the buyer. Finally, there are the basic 
possibilities of changing prices and volume of production. All these 
adjustme nts have the common objective of increasing or maintain¬ 
ing profits. To some extent the various types of adjustments are al¬ 
ternatives, i.e., one line of action can be chosen in place of another. 
And to some extent these various moves supplement one another. 
A conipanv may, for example, elect not only to improve its product 
but also to spend money in advertising the improvements. 

In Part IV we are concerned with pricing and price policies, as 
distinguished from other types of adjustment, which can lx* called 
"nonpriee competition/’ The latter constitute the subject matter of 
Part V. 


Tin: ECOSOMIC THEORY of price 

As it pertains to the pricing operations of an individual firm, 
economic theory offers an exact solution to the problem of deter¬ 
mining price. The business firm is conceived as having ascertainable 
schedules of demand and cost. The demand curve summarizes the 
reaction of the market, in terms of quantity taken, to a series of 
possible prices which the firm might set. It is based on buyers' wants 
(conditioned, perhaps, bv advertising). It reflects as well the exist¬ 
ence of substitutes and the relative terms on which these substitutes 
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can t>c obtained. The (inn s cost curve, in all situations except the 
immediate short run when a stock of goods is to Ik* disposed of, 
descril*:.* the conditions of supply. The* costs of different-sized out¬ 
puts vary, and, in periods long enough to permit their operation, 
price* changes for input factors, changes in technology, and variation 
in size of plant also affect costs. 1 

Marginal Analyst* 

Since the demand curve* presents the schedule* of prices at which 
the firm can sell different epiantities on the* market, it is the curve of 
average revenue (total dollar sale's : number of units sold). The 
corresponding cost curve indicates the average costs of producing 
a unit of product. Both demand and cost can be stated alternativek 
as marginal schedule's or curves. When the curves are thus pre¬ 
sented, they indicate the effect on total revenues and cost ol selling 
(or pnKlucing l out* more unit of output ’ 
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Bv consulting his marginal curves of revenue and cost, the entre¬ 
preneur determines what output he can most advantageously 
produce and sell. It is the output at which marginal revenue exactly 
equals marginal cost. 1 To produce more than this amount indicates 
that the last units add more to total cost than they add to total 
revenue. To produce* less than this amount is to fall into the 
opposite error, for some expansion of output would then add more 
to revenue than it would to cost. At no point is the entrepreneur so 
well off as when marginal revenue is equal to marginal cost. This 
favorable condition is shown in Exhibit 1. 

Market Structure 

Tims far tbr conventional theory of price appears to be more a 
theory of the firm's output. To demonstrate how price can he inde¬ 
pendently determined by a firm, it is necessary to explain something 
about the markets in which entrepreneurs sell their products. For 
convenience, we shall refer simply to three major types of market 
structure, though economic theory elaborates many other collateral 
types, The three types are: pure competition, monopolistic com¬ 
petition, and monopoly, l/nder pure conqtetition there are many 
sellers and many buyers dealing in a more or less standardized 
commodity. Su far as the commodity or conditions of sale are con¬ 
cerned, no buver has any reason to prefer the product of one seller 
over that of another. And. because each seller produces a small part 
of the total output which comes to market, he cannot influence the 
market price. The impersonal forces of aggregate supplv ami de¬ 
mand determine the market price which the individual seller accepts 
as given. His only possible adjustment, therefore, is to expand his 
output up to the point where marginal cost equals the marginal 
revenue derived from the product. And in this case marginal revenue 
is the same as the market price. Equilibrium of the firm under pure 
competition is shown in Exhibit 2. 

The monojxjhst has sole control of a product for which there are 
no close substitutes; in other words, he controls the entire market 
supply. Quite obviously, the amount of output which he places on 
the market will have a major effect on price, He also identifies his 
demand curve with the market demand curve. Thus the monopolist, 

1 More jwttrivdy. the entrepreneur produces the output at which marginal reve¬ 
nue equals marginal cost when marginal cost will exceed marginal revenue for any 
expansion of output beyond that point. 
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unlike the seller in pure competition, has two alternatives: he can 
control the amount of output which he places on the market (and 
this affects price), and, having a less than perfectly elastic demand 
curve, he can set a price for his product/ The monopolist, however, 
like the pure competitor, achieves the* greatest net return by equating 
marginal cost and marginal revenue. The same reasoning applies. 
The fact that the monopolist has a negatively inclined demand curve 
leads to the equalizing of marginal revenue and marginal cost at a 
point on the vertical scale which is less than price (in Exhibit 1. AB 

Exhibit 2 
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is less than At .), In pure competition, by contrast, not only were 
marginal cost and marginal revenue equal, luit they also equaled 
price (see Exhibit 2). 

Finally, Ivctween the logical extremes of monopoly and pure com¬ 
petition fall most of the actual market structures of the business 
world. In these markets sellers arc described as being in monopo¬ 
listic competition liecatise each has certain distinctive products 
which lead buyers to favor him in preference to other sellers, and 
yet the differentiated products of these sellers are reasonably good 
substitutes fur one another. Sellers in this market possess limited 
monopolies of their products, and the preferences thev enjoy mav 
lw* ephemeral, in that they depend on reiterated advertising appeal, 
etc., which will tend to Ik* matched after a lapse of time by other 
sellers. 

4 As wiis stated previously. the pun* lompetikn*’* tmh alternate t* is to refful*»te 
tlie amount 1 h- puts on the market But. in his owe. this idnnut aflrtt price because 
of tta relatively small amount irnoKrd. 
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Both monopolists and monopolistic competitors generally follow 
the practice of setting the prices for their products before putting 
them on sale. They are then prepared to sell all that the market will 
take at the predetermined price. For the most part, theirs is a prob¬ 
lem of price policy rather than of output policy. 

PRICE POIJCY 

The foregoing paragraphs state in somewhat abbreviated form 
the marginal analysis of economic theory as it applies to pricing by 
the' fiim. It is a matter of long-standing debate among economists 
as to the extent to which business behavior conforms to the logical 
outlines of marginal theory. 5 The consensus seems to indicate that 
businessmen generally lack the precise knowledge* of demand and 
exist which theorists impute to them There is also some question 
whether the simplified logical models of economic theory represent 
accurately the complex mechanisms of the business world. Our 
interest in applying economic analysis to business situations compels 
recognition of the fact that businessmen, at least in the first instance, 
deal riot with demand curves and cost curves in determining prices, 
but with numerous special conditions of the market in which they 
sell their products. These conditions are of two sorts: those pertain¬ 
ing to the internal organization of the firm and those relating to the 
external structure of the markets in which the firm operates. Before 
examining these conditions, we turn to a preliminary consideration 
of the meaning of price policy. 

Meaning of Price Policy 

To say that a businessman has a price policy necessarily means that 
he has some degree of latitude in determining the prices of the com¬ 
modities lie has to sell (or perhaps those lie wants to buy). In many 
sections of the economy, of course, no such latitude exists. The farmer, 
as an individual tor example, can have no price policy with regard to 
the wheat or cotton he produces. He is so insignificant a factor in the 
total market that lie must simply accept the price as he finds it. . . . In 
the case of most manufactured products and some raw materials . . . 

* Recent discussion of marginal theory and prit'e policy includes the following; 
R. L. Hall and f. J. Hitch. ‘Price Theory and Rusmcst Behavior." Oxford Economic 
Papers, No. 2 < May. I9)9>. pp. 12-45; Fritz Mat hlun. "Marginal Analysis and Em¬ 
pirical Research.” American knmomte Review. Vol XXXVI (September, 11140), pp. 
519-54; Henry M Oliver, Jr.. “Marginal Tlieory and Business Behavior, 1 " American 
Economic Review. Vol XXXVII (June. 1947 j, pp. 375-53, ami ''Average Cost and 
Long-Run Elasticity of Demand.” Journal of Political F.ctmomy , Vol. LV ( jime, 1947), 
pp. 212-21; and R. A. Gordon. "Short-Period Price Determination," American /inv 
mwirir ffetteu, Vol- XXXVIII (June, 1945). pp. 2fl5-6*. 
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the individual businessman can exercise some discretion in determining 
the price of his wares. The manufacturer of steel, of automobiles, of com 
flukes, or of proprietary drugs lias a very real voice in deciding the price 
at which lie will sell The extent of this discretion varies widely; it is 
generally, though not necessarily, greater where competing sellers are few 
than where they are many/' 

As a result of this command over price, one of the important 
functions of business management is the adoption of general pricing 
rules, i.e., price policies which improve the market position of the 
firm. 'The term [price policy | implies that the firm does not adjust 
its price automatically to even change in expected demand or cost 
conditions, but follows a line of action that is expected to persist over 
time in spite of considerable change in market conditions." 7 Price 
policy indicates the determination of price tbiougb reference to a 
broader set of considerations than is ordinarily understood by cost 
and demand conditions. The significant pricing activ ities of a busi¬ 
nessman relate to bis selection of a price policy; actual price setting 
is likely to be an administrative action which curries out the policy 
previously adopted. 

Internal Organization an a Determinant of Price Policy 

How a company is organized has an important bearing on the 
price policies it selects. Control over prices is frequently distributed 
within tin* firm among several levels of authority. Top management 
often makes the key pricing decisions, that is. the changes in base 
prices. Subordinates carry out the complex task of administering 
discounts, extras, and other terms which constitute the firm's price 
structure. In June, 1B36. when the Interstate Commerce Commis¬ 
sion required the eastern railroads to effect a general reduction in 

* Saul Nelson .mtl Walter <i. Krirn. Price He ham or arul Hurt ness PiAiry ( T..V,f .f\ 

Monograph So. 1 > ( Washington, (ioverrnnont Printing Other. 1040 *, p, 4. 

MimfrmuT on lYue Kenearch. Cost Hcluivurr rtw/ Puce Poiiry i New York: 
National Bureau «»l Kuhuuih Research, CM3), p, 2T?J S«*e also Corwin I) Edwards, 
Trieing Piiteevie* and Policies,** Annals t *f the American Academy of Political and 
Social Srfmrr. Vnl r COIN. (May, 1940), p. 109. “A price policy r»4brcls onlv market 
conditions which an widespread and sustained. It redes ts riuuiges in these umditions 
only when they have persisted king enough to <omimc the management thut it is 
(xmirontrtl with a trend rather than an Ahcrratuin.** 

* "The doctrinal problem that confronts the economist is the theory *>f price; the 
practical problem that faces the l>muu*Mmjn is t\\c |h»Ihv of prnr Price theory ami 
price nohev are the obverse and the reverse <»( the same modal The etswomist ltu?s 
to explain how prices, ar<f formed ami how the> work; the* hustnessmau endeavor* to 
"elect a price policy whnh will secure for him the creates! profit* “(Edwin R. A. 
Sekgmatt and RoNtI A. lane, Prut-Cutting ami Price-Maintenance [New* York; 
Harper A Bros.. 19321. pp 2-3. 
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their base prices from 3.6 cents per mile to 3.0 and 2.0 cents for 
Pullman and coach* respectively, this was a top-management deci¬ 
sion (actually, it was forced on management). Implementation of 
tliis reduction in base price was the work of the passenger rate- 
making divisions of the railroads, which had to recalculate* thousands 
of point-to-point fares. Because of rate equalization and other ir¬ 
regularities in railway rate structures, the general cut in the basic 
rate could not lie applied uniformly across the hoard. Thus the 
impac t of price policy made at the top filtered through the organiza¬ 
tion as particular details of price administration were handled at 
lower le vels. Among other effects, tin* very elalxirateness of the 
administrative process in setting and resetting prices may deter 
management from making frequent changes. Such a result seems 
highlv probable where companies have published catalogues and 
where price lists have been distributed to customers. 

This suggests the possibility that another feature of internal or¬ 
ganization, narnelv. the planning period, may have a major influence 
on the selection of price policies. Businessmen as well as economists 
distinguish be tween decisions made with reference to the long run 
and those which look only to the short run. The planning period, 
whether long or short, determines the considerations which enter 
into the selection of a price polic\. The planning period may he 
thought of as “the length of time within which the anticipated 
results on the firm s revenues and costs that motivate a decision are 
exhausted/' ‘ The length of this period varies from industry to 
industry and from firm to firm. In retail trade* it is c ustomary to plan 
merchandising ojH*rations < purchasing, financ ing of inventories, sales 
planning ) by six-month periods. Although indiv idual prices are sub¬ 
ject to change more frequently, the general level of prices within a 
six-month season tends to hover around the* planned mark-up for 
the period. In the automobile industry, on the other hand, the model 
year is the usual planning period. The sale of a promotional lot which 
a department store* picks up in the market indicates a short-term 
price decision. On the other hand, long-run price decisions arise when 
a new* product is introduced, when channels of distribution are 
changed, and when a new* price line is adopted. 

Other aspects of internal organization also account for the selec¬ 
tion of particular price politics. An intangible but highlv influential 
factor is the personal outlook of the entrepreneur where a single 
* Couft'Trw it on Prior Research, op cit., p. 270. 
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individual holds a position of great power in a large corporation. 
Price policies in the early days of the automobile industry were in 
no small degree traceable to the insistence on low prices and mass 
distribution by Henry Ford, Price cutting in the rubber tire industry, 
where a small ihwiIh > t of large linns dominates, may have resulted 
from the personal influence of Firestone. 1 ' Recently the position of 
(he Great Atlantic and Pacific Tea Company has exerted a down¬ 
ward pressure* on retail food prices, and this may he traceable to the 
personal outlook of Mr. John Hartford.” 

Market Structure as a Determinant of Price Policy 

The C'onditions of competition which prevail in the market di¬ 
rectly affect the price policies which business companies select. The 
nature of competition, in turn, is determined by the institutional 
structure of the market. Economists, in developing this explanation 
of competition, are accustomed to classify market structures pri¬ 
marily with regard to the numbers of sellers and buyers in these 
markets and with regard to the degree of differentiation of the 
product. These characteristics of market structure are obviously 
among tin* most important factors governing the firm's selection of 
price policies, but in the discussion which follows we shall refer, 
as well, to other assets of muiket situations. 

When a large number of sellers and buyers is active in a market 
and when no one firm is so large as to dominate, no individual 
companv is able to pursue a price policy; the market price, deter¬ 
mined by the interaction of the large numbers on either side, 
governs. Only in the limited sense of staying out of the market or 
of buying or selling more heavily than current requirements can a 
firm have a price policy (this might more properly be called a 
"volume'’ policy). The case is different where one or a small number 
of linns constitutes the whole market. The influence of the individual 
firm’s price on the market price is then evident. With a small number 
of firms, a price policy—some consistent line of action—is necessary. 
But, even under these conditions, if firms are of different size, 
smaller firms may find that they can enforce no price policy of their 
own. Sooner or later it becomes evident that it is to their interest 

w Ckif Wik'o*. ( omprtitum itnJ Mmytoftf {T.S.F.X'■ Monograph So. 21) 
( Washington, PC (rfurnuitpnl Printing Ofifcv, UMOV, p, 40 . 

lt M, A. Ailotman. "Tiwf A him! R Cmv: A Study in Applet Eomumu Theory/* 
{'hMrttrhj Journal of Et otu*mu $, Vol. LXIIJ <Ma>, 1949 p. 241, 
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to adopt the prices set bv larger firms. Thus not only numbers but 
size of firms determines the character of price policies. 

Whether there are numerous and close substitutes has ail impor¬ 
tant bearing on the price policies adopted by business companies. 
Prior to 1941 the Aluminum Company of America was the only 
producer of aluminum ingot in the United States. As a monopolist, 
the company could have set higher prices than it actually did. There 
is some evidence to show that in the twenties the company held 
aluminum prices low enough to discourage production of other 
light-metal substitutes. In industries where there is more than one 
producer, the several competitors, in an effort to escape price com¬ 
petition, may differentiate their products, Especially in consumer 
goods, differentiation of products is widespread. This is accom~ 
plished bv branding, packaging, design, and technical distinctions, 
arid the differences (in the consumer’s mind > are emphasized by 
advertising. A Chevmlet is not an exact substitute for a Ford, and 
vet. despite the limited protection afforded by differentiation, these 
automobiles are verv definitely in competition with each other. 

Aside from differentiation, other aspects of the product have a 
marked effect on price policies. A consumer good is likely to require 
a different price policy' from an industrial good. In the one case 
buyers are numerous, relatively uninformed, household consumers; 
in tin* latter they are predominantly skilled purchasing agents, pri¬ 
marily concerned with the technical properties of the product. 
Durable g(K>ds, whether consumer or industrial, are also likely to 
require different price policies from nondurables and industrial sup¬ 
ply items. These latter are purchased from dav to dav and week to 
week and are generally in more elastic demand than durables. 

Other aspects of market structure, significant in the selection of 
price policies, include distributive channels. In a general wav, the 
longer the distributive chain, the less flexibility there is likely to lie 
found in price policies. A packer of frozen foods announced price 
reductions of 2-7 cents a package and simultaneously eliminated 
wholesalers from his distribution channels. 1 * 

Various aspects of cost have an important bearing on price poli¬ 
cies, Tile degree of current control of production, i t\. the length of 
the production period, may determine how rapidly changes in raw 
material and lal>or costs affect final prices. The manner in which 
11 York Timer, Atigmt II, 1949. 
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unit costs vary with different sizes of plant may also affect the price 
policies of different companies. Variations in cost resulting from 
short-run fluctuations in output can influence price policies. In this 
connection it is interesting to note that the automobile companies, 
which accept the model year as their planning period, take no 
cognizance in price policy of short-term fluctuations in the rate of 
production. 1 ' It is difficult to see how they could. 

This by no means exhausts the list of market phenomena which 
influence price policy. It is probable that the age of an industry has 
something to do with its pricing policies. It is not simply that the 
older industries tend to lx? more conservative in outlook; there seems 
to lie also the very real problem, especially in durables, of market 
saturation The electric refrigerator industry, which experienced 
very little decline in the depression of 1932-33, found that the 
change to a replacement market necessitated different price policies 
following the depression of 1937-38. Other aspects of market struc¬ 
ture exerting strong influence are customary price's and price differ¬ 
entials. Price in some markets In comes so identified with a certain 
level that adjustments cease to be made in price poliev. In retail 
trade, price lines sometimes remain unchanged for years. The full 
impact of adjustment then falls upon product variation, advertising, 
and other forms of nonprice competition. Another dimension of 
market structure significant for price policy is the existence of pat¬ 
ents, trade-marks, and other legalized restraints on competition. 
Because these confer partial monopolies cm the seller, prices in these 
markets are frequently stabilized in the short run. 

Finally, the presence of governmental control over conditions of 
competition sets limits for the exercise of price poliev. It is highly 
probable that the anti-trust activities of the government have led to 
the development of certain price jmlicies which might otherwise not 
have appeared. In the absence of legal barriers to price agreements, 
there seems little reason to doubt that many industries would have 
found it convenient to follow the* practice, sanctioned abroad, of 
forming cartels openlv. Government action has also influenced the 
price policies of business companies through resale price main¬ 
tenance and unfair practice laws. Even where certain products have 

r ‘ Homrr H Vjiiuiribhir, "Pra-mp P«*htir> in the Autnnmhitr Indii^nfs.*' Haniml 
BuAtTH'xi Hi’i uti . Vi*i. Will •TiuinitH'i, |)|t VSV-40J. For a dith mil rxutuj- 

Uan at the at vast on jmtr |«nlri'M* hi )<h'I IV.in, "Prump Pohaos and Qwt 

Aftjaivliiv" Pnwefilings of the Xalumal As\**iatum of Cost Ard'Utittmts. Jun*. 1949. 
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not been “fair-traded," there is reason to believe that the nature of 
the markets in which they are sold has been affected by the presence 
of numerous competing products which are legally price-main* 
tained. The packaged liquor market in New York State, after passage 
of the Frld-Crawford Act (resale price maintenance) presents an 
example of the effects of government control on the* prices of con¬ 
sumers’ goods. Perhaps no single piece of legislation has more di¬ 
rectly affected business price* policies than has the Rohinson-Patman 
Aet, passed in 1936, which forbids price discrimination on the part 
of sellers among buyers. The aiui was to place large and small 
buvers on the same footing, so far as price was concerned. 

SOM/: TYPES OF PRICE POUCIFS 

The case materials in Part IN' of this volume have been organized 
under the heads of various tvpes of price policies rather than under 
the heads of different tvpes of market structure. The latter plan, 
which is more common in fextlxinks on economics, calls for a dis¬ 
cussion of pure competition, of monopoly, of oligopoly (few sellers), 
oligopsony l few buyers), and of monopolistic competition (many 
sellers with differentiated products). The arrangement followed in 
this volume was chosen because of the authors belief that the 
problem faced hv the businessman is not so much that of selecting 
a certain logical pigeonhole in which to file away his "case" as it is 
that of deciding which of a number of alternative price policies is 
most appropriate for his company. A business firm always starts 
from a specific market situation: the* problem for management is to 
select a policy which seems most advantageous in this situation. 

The organization of the case materials hv types of price policies 
rather than in terms of market structure should not obscure the 
intimate relation between the two. As indicated above, the price 
policies selected bv management are an outgrowth of l>oth the 
firm’s internal organization and the external market situation. In any 
given situation more than one price policy may Ik* appropriate. It is 
to \h* expected that, under some circumstances, several policies can 
Ik* used as complementary parts of the whole strategy of the Finn. 
Thus in the steel industry geographic considerations, as well as the 
large size and small number of firms in the* industry, have led to 
adoption of the hasing-point system of pricing. Moreover, the 
dominant position of the* United States Steel Corporation has placed 
it in the position of price leader in the industry . There is also the 
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price structure as well as base prices to consider, and this gives 
rise to policies of differential pricing, 

Price Agreement* 

Under some conditions of market structure, business companies 
have acted in concert to establish uniform market prices. Although 
many price policies attempt to accomplish tins objective through 
indirect methods, there are two conditions under which price eon- 
vent ions operate to set price direetK: {1 > where the number of 
sellers is small enough to permit easy control of price and (2} where 
government intervention has provided the framework for large num¬ 
bers of sellers to adopt a common price. 

Agreements among a few sellers who set prices for their industry 
are prohibited by law as conspiracies in restraint of trade. Despite 
the illegality of such action, price agreements have* frequently been 
made in industries where conditions are favorable to this end. The 
government, through the Federal Trade Commission and the De¬ 
partment of Justice, has sought to bring such agreements to light 
and prosecute the parties under the anti trust laws. 14 It is probable, 
however, that price agreements are far more numerous than pub¬ 
lished information would indic ate. 

Increasingly, business companies are looking to the government 
not only to permit price agreements among sellers but also to supply 
enforcement machinery. A striking example of this sort of price- 
agreement technique was found under the N.llA. codes. "Soon after 
he took office in 1933 the administrator announced that, although 
conduct in accordance with approved axles was exempt from prose¬ 
cution under the anti-trust acts, it was not intended to authorize 
price agreements. Nevertheless, 560 of the first 677 codes contained 
some provision relating to minimum prices or costs/'*" Only twelve 
of these axles, however, empowered the code authoritv to establish 
minimum prices without reference to cost of production. The most 
important axles permitting direct setting of prices were those in the 


’•From UJ-0 to 1£M0 the Federal Trade Commission issued and desist 

orders involving price agreements ui th» T foll<winf; industries 1 . usn»v ravon varn. 
piu ticket N flannel skirts, turbun v senvrators and condensers. liquid chlorine, medical 
cotton gund*, calcium chloride. torn crib* and sains, certain tyi.»es of waterworks and 
ea*-system fitting, fire-fighting equipment. pulverized iron. rubber beck, mush rolls. 
Itthograplwd label*, plumbing supplies, fertilizer. metal lath, gasoline. and brushes 
(VVitm, op Ht . p, M2). 

** Arthur Hubert Bums, Drtiinr <rf Conif>etitkm (New York; McGraw-Hill Book 
Co., Inc.. pp. 471-72. 
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Exhibit 3 

PRICKS OK BITUMINOUS COAL, LI MBER, COPPER, AND PETROLEUM, 

HW3-3-1 



Source; Arthur H, Hums, Decline of Comprtilum ( NVw York McCirovt'-HiU Book 
Co,* Inc., 1036). p. 4hy Dmitry of pubMur. 


bituminous coal, lumber. and petroleum industries, The immediate 
result was an abrupt rise in prices in these industries, as indicated 
in Exhibit 3. Because of the difficulties of enforcement and lack of 
general agreement as to the desirability of prices set by the code 
authority, there was widespread evasion* In the case of the coal 
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industry, subsequent legislation attempted to carry on industry¬ 
wide price making after the N H.A, was declared unconstitutional. 

Price Leaderuhip 

Price leadership is a practice in which most units of an industry' 
adopt the price announced bv one member of the industry. Ordinar¬ 
ily, this member is the largest firm in the industry. The United States 
Steel Corporation, for example, is the* acknowledged price leader in 
the steel industry. 1 * 

Exact following of the price leader bv all firms in the industry is 
rarely found. Occasionally other firms rnav initiate price changes, 
and there rnav I>e lags in adjusting prices to those of the leader. When 
demand is strong and sales are at a high level, there may be more 
disposition to follow the leader than when demand is weak and sales 
are declining. In the hitter case, temptation to cut price is strong. 
Leadership is usually more carefully followed when price is reduced 
than when price is advanced, but this also depends on general market 
conditions. In the postwar period, for example, the smaller manu¬ 
facturers of motor cars placed their prices at higher levels than did 
the Big Three. 

The largest linn assumes leadership because of its recognized in¬ 
fluence on the market price. Its financial resources and large produc¬ 
tive capacity enable it to enforce leadership Other members of the 
industry may also look to the leader for guidance in pricing because 
the dominant firm is expected to have better knowledge ol costs of 
production and marketing. 

Price Stabilization 

Price stabilization relates to the behavior of prices over time. 
Prices which are stable change little; complete stability means ab¬ 
sence of all change. But, obviously, all prices change somewhat, 
given a sufficient lapse of time. Price stabilization, therefore, is a 
relative term; some prices are more stable than others. During the 
depression of 1929~d3. for example, prices of copper and hides 
declined over 70 per cent. Prices of agricultural implements and 
anthracite coal, on the other hand, declined hardly at all. The latter 
are stabilized, inflexible, or insensitive prices; the former are flexible 
or sensitive prices. 

“ \ spreut form of prlo 1 Iciidvrvhip, hasing-point pricing, is rtpLiinoi in Case 
IV-3, Steel Intimity." pp. 2~2 If. 
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WHOLESALE PRICES OF SELECTED COMMODITIES im-49 
0926 * 100) 



Source. T.S.E.C. Monograph So 1, p. 25. 
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Changes in price can be grouped into four categories: casual 
variation, seasonal variation, cyclical change, and secular trend. The 
first is characterized by irregular movement, follows no pattern, and 
is unrelated to the general price level. The second offers a recurrent 
pattern of variation with annual periodicity. The third follows broad 
swings of the general price level in periods of prosperity and de¬ 
pression, while the fourth shows a persistent, long-term movement 
of its own, independent of the general price level. Exhibit 4 illus¬ 
trates seasonal, cyclical, and secular price movements of three se¬ 
lected commodities. The price, 1 policies of business companies can 
have to do with any of these tyjM*s of price movements, but the 
policy of price stabilization is peculiarly significant in considering 
cyclical movements of prices. A contrast of stabilized and non- 
stabilized pric<*s is shown in Exhibit 5. 

There are three common statistical measures of stability: the 
frrtjumnj of change in the price of an item, the amplitude of change 
(i.e., how high and low price swings), ami the timing of price 
change (i.e., whether a given series leads or lags other series ). It has 
also been suggested that the response of prices to cost is of basic 
importance in the study of price flexibility. For example, some in¬ 
dustries are so organized that they tend to pass on rapidly, hv 
means of price* reductions, tin* benefits of cost reductions achieved 
through technologic advance; others are slow to do so. 

I xhihit 5 

si..Nsmvi-; \\n iNSKNsmvi thicks, wan no 
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Bums traces the widespread desire, on the part of business com¬ 
panies, to stabilize prices to five causes; 

1. The crude belief that higher prices always mean higher profits; 

2. The fact that, with excess capacity and large overhead costs, price 
Stabilization eliminates the danger of cutthroat competition; 

3. The general belief that demand is inelastic and that one price cut 
may encourage buyers to wait for another reduction; 

4. Uncertainty as to which price policy will be most profitable; and 

5. The fact that price stabilization is a simple, readily understood policy. 17 

The market conditions which permit stabilization of prices arc of 
mans sorts. The fact that in many companies prices sire set for a 
season, a model year, or other selling period increases stability. 
Similarly, sumo commodities, stub us steel, are sold under long¬ 
term contracts, reducing the number of transactions. Others are sold 
with guarantees against price declines—a stabilizing factor. Prices 
are also likeh to be stable in industries where trade associations are 

l.xhihit fi 

AMiousu.r. I’miT.s ov in hvi < itii:s, ommnt, nm . to 

M.< liMlU.k. lW'i 



Source: Arthur R. Rums, Decline of Compel it ion (Sw York; McCrrnv-HiU ftnok 
Co.. Inc., 1936*, p 234. Courtesy of publisher. 

,T Ibid., p 196. 
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Exhibit 7 

PRICKS OF WHKAT ANO I I.Ot'K, 1032 30 



Sntirtc Arthur H Burns. IhuUnr ft t New York Hill B<K>k 

(%»,, ln< , I > p, 2‘C*. ut pnMiOur 


Strong or whore the number of .sellers is small. In the latter the 
existence of price leadership encourages stability of price. 

Ilte effect of different market structures on price stability is il¬ 
lustrated b\ a comparison of hi rad prices (Exhibit ft) with prices 
of wheat and flour, both wholesale and retail (Exhibit 7). The pro¬ 
duction of bread in large cities is frequently in the hands of a few 
large baking companies, w ith a fringe of smaller ones. The smaller 
firms tend to accept the prices set by the larger ones. In these 
markets, prices change infrequently: in Cincinnati, for example, the 
price of bread was fixed at ft.2 cents per pound during 1922, 1923, 
and 1924 and at 7.1 cents from February, 1925, until December, 
192ft On the other hand, the prices of wheat and flour are deter¬ 
mined In the actions of large numbers of buyers and sellers on woll- 
orgaui/ed markets. Prices fot these commodities change frequently 
and hy appreciable amounts. It will In* noticed that the long decline 
of wheat prices after 1921 was not reflected in corresponding reduc¬ 
tions in the pi ice of bread. 1 * 

Price Cutting 

A firm engages in price cutting w hen it reduces the price of an 
article Mow the level at which other firms are selling the same or 

** thiii , pp. -WI-XV 
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similar goods. Strictly, any departure from a uniform market level 
would be regarded as price cutting under the terms of this definition. 
But it is customary in many industries and trades for different firms 
to preserve recognized differentials. Supermarkets, for example, usu¬ 
ally sell the same goods at lower retail prices than do small service 
stores. These price differentials are part of the regular market struc¬ 
ture and are not ordinarily considered price cuts. 

Business companies cut prices for several reasons. In the first 
place, price cutting, even under pure competition, is the 1 method by 
which adjustments are made to changes m cost and demand, Some¬ 
one must initiate the cut. Second, firms find a temporary advantage 
in price c utting as a way of securing a place in the market. Tims, a 
new retail store may reduce? prices below the going lewd in order to 
build up a clientele. A third form of price cutting involves the use erf 
leaders. The prices on one or a few items an* cut in the Iiojx* of 
attracting sales, either for these or other items in the line. Finally, 
there is predators price cutting which aims by price reductions, to 
destroy the* business of competitors. A related tactic in pricing is the 
disciplinary price cut invoked b\ a price leader to bring into line a 
smaller firm which lias broken the established pi ice. 

Differential Pricing 

In many business situations the price of a product is not a simple*, 
unequivocal fact. In industrial pricing it is necevsan to distinguish 
the* base price from the price structure The latter represents the sys¬ 
tem of differentials or departures from base price. In the* steel indus¬ 
try. for example, there* is a base price quoted for steel of a certain 
dimension. Added to the base price arc* extras, which apply to certain 
shapes and sizes of the product. In the same manner, steel of superior 
chemical composition calls for “qualitv extras.” The relationship of 
base price to price structure varies greatly among industries. Fre¬ 
quently, the differentials in price are associated with differing quanti¬ 
ties purchased, in which case they arc* called “quantity discounts." 
At other times the trade status of the Inn er mav give? rise to different 
“trade discounts." 71ms chains and mail-order houses may lx* given 
discounts off the base or list price which arc? different from those 
given wholesalers. (Under the Uobinson-Palman Act preferential dis¬ 
counts may legally be granted only when based on difference in cost 
or when the effect is not materially to lessen competition.) Other 
differentials in the price structure may be introduced through cash 
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discounts, freight allowances, seasonal discounts, advertising and 
promotional allowances, trade-ins, price guarantees, various credit 
terms, and discounts for early acceptance of delivery. The net price 
may also be effectively modified by use of guarantees of performance 
and quality, by extension of legal and other services, by agreements 
for exclusive dealerships, and in other ways which are not directly 
measurable in dollars and cents. 

The importance of the distinction between base price and price 
structure is twofold: (J) there is a tendency for announced price 
variations to l>e made in terms of base price rather than in price 
structure, the latter remaining fixed for long periods of time, and 
(2) when prices soften, net price's to buyers will often be reduced 
by secret concessions within the price structure 1 , base prices remain¬ 
ing unchanged. From the standpoint of management the distinction 
between base price and price* structure is also important because it 
gives the firm additional means of adjusting its prices to the markets 
it serves. 

The occasions for price differentials are numerous; many price 
structures are designed to provide prices not only for identical prod¬ 
ucts sold under differing conditions or in differing amounts but for 
nonidcutical products which are related in demand. Some of the 
pricing problems which give list to priir differentials have been 
classified bv Professor Dean 1- as follows: 


Tt/pr of (hjfeuttf'oii 
Quality duti'minal* 

Sine #|»!ra<h 
I'm* diltnrrnUata 

J>ui»d-faep»c different imU 

Style vyclr 
Trial di*e<»uni* 

Quantity ilirn'otuit* 

Pmiributuw rhnnmd ilifTt 

i.iwgrftphu’al •liffiMtulial.’* 

** find lVan. '"Owl FortHMstmg and 
{January, 194V). p, 2m. 
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l Standard ver-u* dc lux*’ modclF 
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3-t..r, 5-t-Mi truck* 

. Royalty Imsui# «»f patent* and 
s mu lutuTv 

Fluid uidk vcrMih <di« k csn milk 
t M <rmnu nv*vu* prices 
OfRpn-tk electric rate* 

{ NR-rchandinc mark-down* 

* I .ditmu di.MVnntuiW 
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tn. marine* ami t<» vrvirce 
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l W WsaW* v<-rtu> retail pwr* 

* Private brand vrr*\w huuae brand 
\ Zone prion* 

1 fWiug-pomt pricing 

n r Policy/' Journal nf Marketing, Vol XIII 



PRICING AND PRICE POLICIES 


251 


The criteria for setting price differentials are based, as in the case 
of other price policies, on the characteristics of market structure, 
Dean discusses these as follows: 

Product Line Pricing. The problem is to fix the relationships of prim 
among vour products. What kinds of products need to be priced in rela¬ 
tionship? W hat kinds independently? In principle, only products whose 
demands are importantly interrelated must he considered together in 
pricing, Relationship on the cost side*, through common product ion of 
distribution processes, has no hearing here. Gomnmii costs reduce the 
accuracy ol estimates of the costs ol individual products, hut should not 
allnt the relation of product prices, joint products should be priced 
independently unless thev arc related in demand, Demand interdepend- 
erne includes products that are similar in use and hence are potential 
fringe substitutes, or products that complement one another in use or in 
the sellers’ market-strategy. 

A common way of setting the price of such kindred products is to 
estimate the full costs, including overheads, of each and apply a uniform 
percentage mark-up. Ibis is easy and definite, hut it iv usually not the 
best wav to go about it. The various qualities, sizes, editions etc., of the 
product arc likely to tap market sectors differing in demand elasticity 
and in competitive intensity. These demand differences should be the 
controlling determination of price differences. 

A constructive approach to problems of this type is to view the product 
variants as opportunities lor market segmentation in order to tap added 
markets and to separate sectors of the market which differ in demand 
elasticity, Foi example, multiple editions of books are a means of .suc¬ 
cessively exploiting more and more elastic sectors of the market. Xiewed 
thus the technical problem of product line pricing is to obtain the most 
profitable degree and kind of pric e discrimination. 

Relevant consideration for setting product differentials includes: (1) 
Relative buyer-benefits obtained from the product variants (i.e., the use 
value m different applications and sections of the market). (2) Degree 
of competitive superiority of vour produc t, i 3) Intensity of competition. 
i \ * Comparative elasticity of demand of the market segments tapped 
by each product. (5) Cross elasticity of demand among your products. 
(6; Future revenue consequences upon customer good will. (Friers that 
arc proportional to sellers’ allocated costs are sometimes thought to have 
magical effects upon buyers’ good will .) (7) Promotional effects of intro¬ 
ductory model pricing (r\g. loss leaders, introductory subscriptions, 
equipment subsidies to stimulate sales of parts). { S) Effects upon profits 
ol alternative schedules of differentials best studied by effects on total 
eontribution to overhead and profits. 

From this list it is apparent that the role of cost estimates in product* 
line pricing should be a secondary one. Their most important job is to 
help project the earnings consequences of contemplated product differ- 
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ential*. Estimates of total cost before and after, pained with comparable 
estimates of total receipts, are nerdwl for this job. The impacts upon total 
costs of more sales or of less sales of the various products can often he 
most practically projected by using the incremental cost of the various 
products. 

Incremental cost has other important uses here. It can be used as a 
bench mark for finding the best pattern of market segmentation and 
price discrimination. The spread In-tween incremental cost and price 
represents the product's contribution to overhead and profits. This spread 
should be studied in measuring the profit effects of alternative prices 
and in deciding upon produc t additions and product deletions. Hence 
incremental costs play « strategic role in maximizing this marginal con¬ 
tribution by price structure decisions. 

Where common overhead costs are important, increment costs can 
often In* approximated by using traceable cost*. The allocation of over¬ 
head costs to individual products is quite arbitrary and is subject to wide 
errors; moreover many of the overhead items mav not vary with output 
and hence have no short-run marginal cost. Orthodox allocations are 
often more misleading than useful in estimating incremental costs. This 
approach does not implv that price's should be rtfual to incremental costs 
—far from it. Nor does it mean that prices of related products should 
he frrojHHiumatr to their marginal costs. The margin between price and 
incremental cost should normally differ among related products. And 
these differences should not Ive determined bv tin* theology of cost ac¬ 
counting. Instead they should be governed by the demand and competi¬ 
tive considerations cited above. T hus, estimated incremental cost is a 
practical economic sill—it sets the minimum of bed rock pricings, it 
serves as a valid j>oint of departure for demand pricing and provides an 
efficient vehicle lor tracing effects on total costs and profits 

Cost estimates sometimes have still another function in product price 
differentials. \ study of the comparative costs of various kinds of users 
gives a clue to the use value and hovers’ benefits of producers goods. 

liovalty licensing represents in some respects a sort of ideal of market 
segmentation pricing that is keyed to user costs and user benefits and is 
acimirahlv divorced from irrelevant sellers’ costs. 

Quantify Discount*. A sound cjuantity discount policy requires esti¬ 
mates of the relationship of vour cost to the relevant dimensions of quan¬ 
tity. The liolmison-Patman Act is construed as limiting quantity discounts 
to the savings of the seller (although it makes an exception *To meet 
compctitioir). Key questions in studying this relationship include: Does 
cost vary more closely with account size (i.r. the volume of annual pur¬ 
chases), or with the size of the individual order? How big are the savings 
of case lots? 

Many prewar cost analyses now badly distort the present and future 
cost relationships. The universality of the unprofitable small customer 
problem (e..g, bO per cent of the customers accounting for 20 per cent of 
the volume and 10 per cent of the profits) may indicate that many 
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quantity discount structures need a check-up. Possibly price has not 
been adequately used as an instrument of selective selling. 

Cost estimates should not determine the quantity discount structure; 
instead they should be used: (1) to help select the Ixuds of discounts 
that is appropriate for vour business (c.g. annual sales or order size); 
(2) to mark out legal limits for the amount of discounts; (3) to estimate 
the impact on your profits of adopting alternative schedules of quantity 
discounts.*' 

Economic theory treats market segmentation as a technical prob¬ 
lem of price discrimination. Where it is jiossible to distinguish differ¬ 
ent classes of buvers within a total market and where these classes 
have different elasticities of demand, it is worth while for a seller 
to charge different prices for the same product This assumes that 
then* will not l>e an undue* amount of transference of buyers or 
resale of product from the losvfavored to the more-favored market, 
The wall of market segmentation can Ik* built higher hv differen¬ 
tiating w hat is basically tin* same product. The differentiation (e.g. f 
through labeling, packaging, etc.) may or may not involve cost 
differences. 

The legal meaning of price discrimination does not correspond at 
all joints, however, to the economic concept. As represented in the 
Robinson Patman Act, discriminatory prices art* those which van', 
for different buyers, by more than the costs involved in production 
and sale to these buyers. No legal discrimination is involved if the 
buyers are not in direct competition w ith one another. 

SUGGESTED READINGS 

The literature of price policy is enormous. It ranges from articles in 
the learned journals devoted to price theorv, to case studies of particular 
markets. Many of these ease studies make little effort to analyze the facts 
which they record. There is an increasing number of empirical studies, 
however, which employ the techniques of economic analysis. The fol¬ 
lowing selections comprise some of the more useful works for the student 
of business economics. 

Andrews, P, W. S. Manufacturing Business . chap, v\ “Markets and 
Prices: Part l: Tire Sales Market." I Hindoo: Macmillan & Co., Ltd., 
1949. A pricing study based on the experience of Courtauld s and other 
British rayon producers. This is a very stimulating work, following in 
tile empirical tradition of Hall and flitch and of Saxton (q,v.). An¬ 
drews casts some doubt on the importance: of differentiation of product 
as a factor in price policy. 

* } ibid,, pp. 286~#8. Reproduced by permission. 
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Hac kman, Julfa. ‘The Causes of Price Inflexibility/' Quarterly Journal 
of Economic*. Veil. L1V (May, 1940), pp. 474-89. 

Bain, Jor S. "'Market Classification in Modern Price Theory,'’ Quarterly 
Journal of Economies. Vol. LVI (August, 1942\. pp. 500-74. An at¬ 
tempt to extend the approach suggested bv Mason ( qx .). 

Bain. Joe S. Pricing, Distribution, and Employment, chaps, iv-viii. 
New York: Henry Molt A Co.. Inc.. I94S A well-rounded study of both 
theoretical and empirical factors in pricing, for readers who are already 
familiar with the basic outlines of price theorv. 

Bohns. Airmen Hohfkt. Da line of ('ompetitinn, chap. v. New York: 
McGraw-Hill Hook Go., Inc., 1938. Discusses the nature of price stabi¬ 
lization. its causes, and cf mis<n| iicnces Nuiiienms illustrative examples. 

Co\rttiti;M i. on Pivilk Hiisfahcii. Cost behavior and Price Policy . New 
York: National Bureau of Economic Hcseareh. 194k Chap, \i. “The 
Implications of Cost Behavior for Prior Analysis,” relates cost factors 
to formation of price policy. 

Dennison, H. S . and CALHHArnt, J. K. Modern Competition and Rush 
nr.vv Policy . chaps, i-iv. New York: Oxford Unixcrsitv Press 19.38, 
A lucid, nontechnical explanation of industrial pricing policies'. 

Edwakun. Cohwin D. "Pricing Processes and Policies.” Annals of the 
American Academy of Political and Social Science , Vol. CCIX (May, 
1940), pp- 108-21. Emphasizes empirical aspects of pricing, 

Eitkman. W J. Price Drtcrmimitum, Easiness Practice vs. Eronomu 
Thcortf. Michigan Business Heports, No. 18. Ann Arlwu: Universitv 
of Michigan, 1940. Compares pricing practices with theoretic models 
and suggests alternative hypotheses to explain pricing. 

HaiJ., H. I,.. ami limn, C. J. "Price Tlwon' and Business Behavior,” 
Oxford Economic Papers . No. 2 (May, 1939). pp 12—15 Sharply 
criticizes marginal theorv and suggests full-cost pricing as an alterna¬ 
tive theory of price formation based on business behavior. A provoca¬ 
tive article which opened the so-called “marginalise controversy in tin* 
economic journals. For other references sin* above, footnote 5. p. 235. 

Hamilton. Walton (etl.). Price and Price Policies . New York: 
McGraw-Hill Book Co,. Inc.. 1938 Chapter i introduces a series of 
studies of price policy in several industries. 

Mason, K. S. "Price Inflexibility." Eerieu- of Economic Statistics. Vol. 
XX (May, 1938). pp. 53-64. Discusses statistical, analytical, and 
normative meanings of price flexibility. The author finds no statistical 
evidence to support the claim that the price* system is heenmiue more 
iuflexihle. 

Mason. E S. “Price and Production Policy of Large-Scale Enterprise.” 
Arncri<an Economic Hevieu\ Vol. XXIX, Supplement (March. 1959). 
pp 81-74. Suggests examination of internal organization of firm and 
market structures as a basis for price policy. A fundamental article. 

Means, Cakmnkr. Industrial Prices anti Their Relative Inflexibility. 
Senate Doc. No. 13 (74th Cong., 1st Se&O. Washington, DO.. Gov- 
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eminent Printing Office, 1935. Points out correlation between inflexible 
prices ami curtailment of output in periods of depression. 

Mkvkrs, Amuht L. Elements of Modern Economics, chaps, x~xi. 3d. 
e<I. New York: Prentice-Hall Rix>k Co. Inc., 1948. Elementary treat¬ 
ment of price theory. 

Sb.M, Au*rm> C. Industrial Concentration and True Inflexibility. 
Washington: American Council on Public Affairs. 1912. Chapters v 
and vi discuss the relationship f>etwecn price flexibility and changes in 
costs. 

Nrrsov Sui„ and Kkim. Wai.tkr G. Prie< behavior and Business Pol¬ 
icy, chap. i. T.S.E.C. \(<moorapli Xo. I Washington, DC.: Gov- 
emim rit Printing Office. 1940. Nontec hnical explanation of price policy. 
Chapter ii. “Price Flexibility," is a gut.*! summary of facts and issues 
in this field. 

Noi hsK. Edwin G. Pritc Making in a Democracy W ashington: Brook¬ 
ings Institution. 1944 Appendix A. “The Role of Price Policy in Busi¬ 
ness Management, ' emphasizes the key position of the businessman as 
a determinant of price policy. 

Rohivviv Joan. The Economics of Imperfect Comprtitum . chap. iii. 
London: Macmillan £v C-o.. Ltd . 19TS. Geometrical presentation of 
price thrnrv. 

SsMorasoN. Pwi A. Economics, chap xxi. New Ymk: McGraw-Hill 
Rook (a;.. Inc.. 194S. Elementary treatment of price theory. 

S\xTo\, c; (ii.ivK. The Economics id Price Diiemanation. [London]: 
Oxford Lniversitv Press. 1942. An excellent study Rased nu empirical 
data from cjucstioniiainw sent to businessmen. Along the lines ol Hall 
and Hitch (above / but more extensive. 

Sthu.kii. Clroiwa J. The Theory of Price, chaps, i\, xiv. New' York: 
M actnillan Go., 1947. Formal presentation of price theory for pure 
competition and imj>erfrct {monopolistic) competition. 

Tiiori’. Wii.iaiw L. "Price- Theories and Market Realities/’ Anuriran 
Economic Bcricu\ Vol. XXVI. Supplement (March. 191b), pp. J5-22. 
Emphasizes empirical aspects of pricing. 

Wn.rox. Ci. air. Comprtitum and Monopoly . T.S E (\ Monograph 
Xo. 2L Washington. D.C.: Government Printing Office. 1940, Chap¬ 
ter i. "The Nature and Significance of Competition arid Monopoly." 
presents a good, nontechnical discussion of market structures. 

Price Agreement v 

Case fV~J THE BlTCMIXtH S COAL IXDVSTBY 
In April, 1937, Congress passed the Bituminous Coal Act. which 
provided for industry-wide price fixing. The actual setting of prices 
was to be accomplished by joint action of a national Bituminous 
Coal Commission of seven members and twenty-throe district boards 
located in each of the regions into which the industry had been di- 
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vided for administration purposes. Price schedules covering each 
type, size, and quality of coal were established for each of ten mini¬ 
mum-price areas and were to yield a net return equal to the weighted 
average of total costs for each area.' The act also provided for a Bitu¬ 
minous Coal Code governing marketing practices, including pricing, 
and all producers were required by law to accept the code or to pay 
a tax of IBS per cent of the sale price of coal not produced under the 
aide* 

The immlter of producers in the bituminous coal industry was 
large. In 193ft there were ft,875 mines producing more than a thou¬ 
sand tons a vear,® hut this figure failed to include a large number 
of small producers, such as truck and wagon mines, "snow birds/' 
and M Hy-bv-night$." The ft,875 listed mines were operated by more 
than 4,(XX) separate companies, hut the total number of operators 
was well in excess of this—11,500 having accepted the Bituminous 
Coal Code by NovciiiIht 15, 1938. Only a few htiudred of the 1 larger 
mines were "captive," i.e., owned hy railroad, steel, or other indus¬ 
trial companies which consumed all or a large part of their output. 
Must of the companies and most of the mines were small. In 1937, 
three-fifths of the mines produced less than 10.000 tons, three- 
quarters less than 50.000 tons, and nine-tenths less than 200.000 
tons; only 3 per cent of them produced more than 5fK),(XX) tons. 
Although the bulk of the output came from larger mines—over a 
third of it came from the 3 jkt cent of mines that produced more 
than 500,<XH) tons cadi—even these were numerous, there being 
212 mines in the top 3 per cent/ Moreover, there was no large 
degree of concentration of control of output in the hands of a fcw\ 
In 1929 the forty-eight largest producers controlled only 43 per cent 
of the output. The largest producer controlled only about 3 per cent; 
the four largest between S and 1.0 per cent.' 

' I’ach minimum'(true area i»t from i>ne to nine districts, 

? Mfncruh >ajrbnok ISIS, p. 71 », 

I Captive mine*. however, produced one-filth t»f the total output. 0, Fret! K. 
Hcrtpinil and \ssvK i4t«*s, Evinu*mii Sumy t*f thr Htiununom ("t*ul / rultirtn/ under 
Fm* Competition und Code Heguhttion (N 11A. ( Oivuiimi <*( Krvirw. Work Material 
No. fi$>. mium?.. UViti). p. -‘VJ. (Quoted hy CLur Wdtox. Competition and Mertopohj, 
p. £5. 

4 \V liens, op fit., p. 2 4. 

II John P. Miller. "The* Pining of BitwmitfUMi Coal: Some International Cotu- 
prtjfoum," Public Polity (Yearbook of the Graduate School of Public Administration, 
Harvard University, ItHO. ed. C J Friedrich and Edward S. Mason) (Cambridge. 
Mass.. Harvard Unis«<r*itv Press, 1940 >. np. UMfi Mwsot MtBvr*s article offm 
an excellent dtscuswion of thr issue* considered in this case. 
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The buyers of coal were, for the most part, large and well- 
informed. Railroads accounted for one-fifth to one-fourth of all 
purchases: utilities 10 per cent; and coking plants over 16 per cent 
(see Exhibit 1). Domestic consumers lKnight a relatively small part 
of the total output. As a result, rational buying motives predomi¬ 
nated. and price played an important part in purchase negotiations. 

In the period after 1923 there was a progressive shift from coal 
to other fuels. The extent of this substitution is shown in Exhibit 2. 

Exhibit 1 
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Declining dnnond for coal was attributed also to improved effi¬ 
ciency in the use of fuel. 

In the short run there was little possibility for most industrial 
users to substitute other fuels, so short-run changes in the relation¬ 
ship between coal prices and those of other fuels did not materially 
affect the amount of coal demanded. Under these conditions, the 
amount of coal consumed depended principally on the rate of ac¬ 
tivity of the coal-using industries. Much of the demand, moreover, 
came from railroads, public utilities, steel, and other industries 
whose prices were relatively stable. For many industrial users the 
cost of coal was but a small part of their total costs. 

The costs of distribution, which included transportation and 
middlemen's margins, were large in relation to the price of coal and 
were quite inflexible. A large percentage decline in the price of 
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Exhibit 2 

CONSU MPTION OF lUTCMINOL'B COAL, COAL EQUIVALENT OF FUEL OIL 
AND NATURAL OAR, AND OUTPUT OF HYDROELECTRIC POWER RE¬ 
DUCED TO COAL EQUIVALENT, 1923 38 
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coal at tlit* mine caused a relatively small percentage decline in the 
price of coal at the point of consumption. 

The cost structure of the industry reflected the great importance 
of labor costs, which accounted for almost BO jxt cent of the total 
(see Exhibit 3 ). Because of the geographic isolation of rnanv coal¬ 
mining communities, miners had few alternative omplowncnt op¬ 
portunities; the supply of l;dH)r. therefore, was inelastic and did not 
vary much, in the short run, with changes in wage* rates. In the 
absence of strong union organization prior to 1933, change's in 
price of the final product had a direct impact on wages. Other 
production costs were, like those for lalmr, largely out-of-pocket 
excuses to the mine ojierators. 

The bituminous coal industry was one in which supply could be 
readily expanded. There was a large amount of underutilized ca¬ 
pacity. partly attributable to seasonal and cyclical fluctuations of 
demand. Because storage of coal is expensive, fluctuations in de- 
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mand were met largely by changes in the rate of production rather 
than by changes in inventories. It was customary to run mines with 
a full crew when they were in operation and to adjust the output of 
individual mines by varying the number of days wwked per month. 
In 1923, with the industry at a high rate of output, the theoretical 
c apacity was only 58 per cent in use; in 1929 onlv 71 per cent; in 
1932 only 47 per cent: and in the years from 1934 through 1937 
about 60 per cent.” New concerns entered the business easily. The 

Exhibit .1 
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supply of coal in the I'nitcd States was widelx distributed, and title 
to workable seams w:is held bv thousands of owners. Much of the 
supply was so readily accessible that mine's could be opened quickly 
and at small expense. Croups of miners who could command a small 
amount of capital, chiefly for trucks, were free to enter the field. 
A slight rise in prices would encourage operators to increase output 
of existing mines, to reopen abandoned mines, and to bring new 
areas into production. 

Although the industry was quick to expand, it was slow to con¬ 
tract. Describing this condition, one observer commented: 

Falling prices do not result in a proportionate reduction in the num¬ 
ber of operators or tin* volume of output. A mine once opened cannot 
be closed without expense. It must he ventilated to prevent accumulation 
of dangerous gases, pumped to prevent flooding, and timbered to prevent 
the loss of working places. Maintenance of idle properties may be more 
costly than operations at a loss. Bankruptcy eliminates mining companies 
but docs not affect their mines: new owners, with a lighter burden of 
r l .S Departrmmt of tin Interior. Bituminous Owl Division, Ititumiiunu Coal 
Table j. 1937—3H. p. 5; quoted by Wilcox, op. at., p. 24. 
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fixed charge*, continue to produce. Enterprises that might otherwise 
have disappeared were kept alive during the twenties by the establish* 
merit of wage differentials in union contracts, a significant concession 
since labor constitutes two-thirds of the cost of mining coal Producers 
who might otherwise have failed to reach the market have been enabled 
to do so by the inclusion of similar differentials in the structure of freight 
rates, another .significant arrangement since the cost of transportation 
represents three fifths of the value of delivered coal. Although the price 
realized at the mine in 1929 was 52 per cent below that received in 1920, 
produc tion was only 6 per cent below the level established in the earlier 
year.' 

A* a result of these conditions there* was chronic long-term excess 
capacity in the industry. 4 Only In a slow process of attrition was 
capacity gradually reduced in the ten years following 1923 (see 
Exhibit 4 on page 2(il 1. 

The history of the industry since World War I was one of almost 
steady recession of prices and wages. Market forces determined 
prices and output until, in 19 VI, the establishment of a code for the 
industry under tin* National Recovery Administration. Even liefore 
the N.H.A. was declared unconstitutional, the bituminous coal in¬ 
dustry had come under the National Coal Conservation Act of 1935, 
which regulated prices and labor relations; but this, in turn, was 
declared unconstitutional.* Shortly thereafter Congress passed the 
Bituminous Coal Act of 1937, the pricing provisions of which were 
deserting in the 4 opening paragraph of this case. 

Questions 

1. Analyze the conditions of supply and demand which, from the stand¬ 
point of the individual mine ojwTator. math 4 price agreement under 
the Bituminous Coal Act a desirable price policy. 

2. Would price agreements lx* equally desirable from the standpoint of 
an individual producer in a competitive industry such as cotton tex¬ 
tiles? 

3. Is governmental sponsorship of price agreements socially desirable in 
the bituminous coal industry? 

1 Wiktut, op. til.. |> 25. 

' 'To chfirailrrur a market as having rurw i-apacitv mean* . . . that there 
is mnrnenturily a gmint willingness to supply jmHluct over a certain price range 
than there would lx* if lime were allowed to make all equilibrium adjustments. There 
U west* capacity tf the quantity uf failure as&txiated with the industry would luxe 
been Un* if present prospects «»f future demand ami costs had been foreseen; nr if in 
slew of the present prospects fixed Wtor* ami L*I*h show u desire and iutent to with¬ 
draw fmm the industry with the passage of time 1 ’ (Miller, op, rit., p. 151)., 

* Carter v. Carter Ctml Co , 2W» VS. 258 () 
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F.thihit 4 

PRODUCTION. PRICER. CAPACITY. AND MINERS' \\YGi*. BITUMINOUS 
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/Vice Leadership 

Case l\ ~2 ; THE HERYLUl M ALLOY ISIH STiW 

On M;»v 9. 1939, Mr. If. L. Randall, president of the Riverside 
Metal Compilin'■. o( Riverside. New Jersey. submitted the following 
statement ol price |K>licies to the Temporary National F.eonomic 
Committee: 

The price schedules issued by the Riverside Metal Company are con¬ 
tingent upon the price* published by the larger unit* of the industry. 
From time to time these larger units publish their stale of prices, and our 
company has no alternative except In meet such published pricers in order 
to compete. 

1 Material fer tins tnsr was drived largely fmm the T S f .C, Hearing*, Part 5 
(7flth Ong,. 1st Srvs. > \\ mhington, DC. Owcrnment Printing Office. 1§30). 
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Beryllium is an dement which can be* combined with copper, 
nickel, ami certain other metals to produce alloys which possess 
great qualities of hardness, lightness, and strength. The principal 
industrial form in which this metal is used is in the alloy ljervllitim 
copper, which consists of about 2 per cent beryllium and 98 per cent 
copper. The chief advantages of beryllium copper are the combina¬ 
tion of extraordinary high-fatigue properties with good electrical 
conductivity, Beryllium alloys have many industrial uses, such as 
parts for electric motors, telephone instruments, diamond drills, and 
airplanes. Altimeters used in airplanes have beryllium copper dia¬ 
phragms localise these are more sensitive than other materials. 
Beryllium alloys are also used in bushings on machine parts. 

Beryllium metal is derived from beryl oxide-bearing ores, which 
are refined by a relatively simple process. Km technical reasons 
refiners sell beryllium in the form of a master-alloy, which contains 
3K-5 per cent beryllium. with the remainder copper. Kabrieators 
melt the master-alloy and add copper to bring the final beryllium 
copper alloy to the desired weight, frequently 2 per cent in lieryl- 
litim content. 

In 1939 bervllium master-alloy was being produced from ore by 
two principal companies, the Ren Ilium Corporation of Beading. 
Pennsylvania, and the Brush Beryllium Company, of ( lev eland. 
Ohio. These companies also fabricated the master-alloy into sheets, 
strips, castings, and other products. Both companies sold master- 
alloy to fabricators of beryllium allov products. The largest of these 
fabricators was the American Brass Company, of Waterburv. Con¬ 
necticut. The Riverside Metal Company was one of the smallest 
fabricating firms in the bervllinm allov industry. 

The billowing testimony from the /fenring.v of the Temporary 
National Economic Committee 1, describes some aspects of price 
policies used in the industry; 

Mh Cov You are the president of the Riverside* Brass Co.? 

Mn. Randai i : Riverside Metal Co. 

Mb ( !o\: What is tin* Ihimik^s of that company? 

Mb. 1Uni>au ; The business of the Riverside Metal Co is the fabrica¬ 
tion of nonfermus alloys into rod, win*, sheet. and strip. We supply the 
mamiiaitiuer with a raw product. 

Mh. Cox: You tn»v the master alloy and fabricate the material? 

Mn. Rax dai i . That is correct. 

* Ihki , pji ioM it 
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We make nickel silvers, phosphor bronze*, some brass; I think alto¬ 
gether \ve have an alloy list of over ftO different alloys, 

Mr, Cox: Are all of the alloys which your company makes alloys 
which are also made and sold by The American Brass Co.? 

Mr. Hanhaix: 1 think that would l>e true. 

Mr. Cox: How large a company is your company? Will you give m 
vmir capitalization? 

Mr. Handal.i : Our capitalization is one and a half million dollars, and 
we are almost the smallest unit in the industry, there mav be one or two 
smaller, but I think we are almost the smallest. 

Mn (.ox; Can v<ui gi\e us any approximate figure to indicate what 
jM-rcentage of the industry vour cnmpam controls? 

Mr Kasiim.i.: [.ess than one and a half per cent. 

Mr Cox: From whom do von buv the master alloys? 

Mr. Kavdau.: We buy the master alloys from the Beryllium Products 

('orporation. 

Mr Cox: That is Mr Gahagan? 

Mn. Hamiu.i ; Mr, Gahagan. 

Mr (ox: Haxe vmi alwaxs bought all of vour master alloy from that 
company? 

Vfa. Handau.. Prarhcallv all, vr.v 


Mr box: Mr. Handall. would it be collect to sav that then is a well 
crystallized practice of price leadership m tin* industry in which \n»i are 
engaged? 

Mr. H \m>\i i : 1 would sav so. 

Mr. (a»\: And what company is the price leader? 

Mr. Hwiuij.: I would say The American Brass ( o holds that posh 
tinn. 

Mr. Cox: \nd vour company follows the prices which are announced 
hv The American Brass? 

Mr. Hand am.. That is correct. 

Mr. Cox: So that when tliev leduce the price von haw In reduce it, 
too Is that correct." 

Mr, Handau.; Well, we don’t haxe to, but we do. 

Mr, Cox: And whe n they raise the price you raise the price. 

Mr. Handau. : That is correct. 

Mr, (,o\: Do van remember that in February BUT, Mr Gahagan’s 
conipanv reduced the price of the master alloy from $30 to $23 a pound? 

Mr. Handau : ! didn't know it at that time. 

Mr. Cox; You did know there was a price decrease 

Mn, Handau.: i do now. 

Mr. Cox. Weren’t yon buying any from Mr. Gahagan? 

Mr. Handau.: i think we were buying from them but it was cpiitc 
some time after that I got the information that the price had gone down. 

Mr. Cox: After that decrease in the price of the master alloy, it is a 
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fact, isn't it, that there was no decrease in price of the fabricated product 
which you made? 

Mr, Randaix: I don't reineml>er aliout that. 1 don’t know, because I 
don't know when that decrease* took place. 

Mr. Cox Looking at your sheet prices for the year 1937. you started at 
•I .01 a pound on January )4 t 1937, and rose progressively until you 
reached SI.06 on March 31, arid then on April 6. 1937. they dropped to 
$1.05. You remember those 

Mr. Handaijl: Yes; J remember those. That was copper. 


Mr. Cox: But you do know (here was about that time a decrease of 
$7 a pound iu th#* price which you were paving to Mr. Cahagan. 

Viii. Hanoau ; Yes, I do know that. 

Mh. (-ox: I will put tins ipu'vfion to you, Mr. RaudaH Whv dkln't you 
reduce the price ot the fabricated pnxhict following that decrease in the 
price of the master alloy? 

Mh. Hanuam.; Well, of course I would not make a reduction in the 
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base price of beryllium copper unless The- American Brass made a price 
reduction in beryllium copper. 

Mr. Cox: And the American Brass Co. made tio reduction at that time? 

Mr* Randall* If they did, we did, as indicated on that sheet, 

Mr. Cox: Assuming you didn't make a price change then, the reason 
you didn't was because The American Brass Co, didn't. 

Mr, Randall: That is correct. 

Mil Arnold: You exercise no individual judgment as to the price you 
charged for your product, then, in a situation? 

Mr. Randali : Well, 1 think that is about what it amounts to, yes. sir. 

Mr. Aivnouv. When von sav vou have to tolluw, vou don’t mean any- 
body told you vou had to follow? 

Mr, Randall: No sir: I don’t mean that at all. 

Mr. Arnold: But you have a feeling something might happen if you 
didn’t? 

Mr. Randall a . 1 don’t know what would happen. 

Mr, 0>\: You don’t want to find nut, do vou? 

The t HAIRS!av. Well, as a nutter of fact, Mr. Barnhill, if The Ameri¬ 
can Brass (in raised the price would the Brass Co. consult you ulxmt 
raising it? 

Mr. Randall: No, sir: not at all. 

Tin (,'ii mh.man : ^ on would, hmvewr. follow them without exercising 
any independent judgment as to whether or not it was desirable. 

Mr. Randall: That is correct. 

Tin- Chairman: Suppose The American Brass Co. raises its price, hut 
you are satisfied with sour output and with the profit that vou arc making 
at the (ihl price Whv is it necessary for you to increase vour price to your 
customers, who are already paying you a price sufficient to give you n 
profit that is satisfactory to vou. 

Mr. Bandai.i.: I don't know that it is necessary; as a practical matter, 
if we didn't raise our prices with The American Brass to. or other 
companies, whoever it might be. would put their price Kick to where it 
was. 

Mr. Chairman: That wouldn't lx>ther vou, because you were making 
a profit at the old priii*. 

Mr. Band.au. : Not on beryllium copper. 

The Chairm an : Win do you do it? 

Mil Bandai i.: It is the custom of the industry, at least of the smaller 
companies, to do that- 

Tur Chairman. And other small companies do the .same tiling? 

Mr. Randall: Yes, sir. 

The Chairman: Is there any reason outside of custom lor it? 

Mr Bandai l: No. sir. 

Tiff: Chairman; Isn't it likely to reduce the amount of business that 
you can obtain? 

Mr Randali. : I don’t think so. 

The Chairman; Well, if a competitor raises the price for an identical 



m BUSINESS ECONOMICS 

product, isn't it likely to believe that the producer who (b*s not raise? 
the price would get more business? 

Mk. Ranoai.L: I imagine it would, if the other price stayed where it 
had been raised to. I think that might work nut over a period of time. 

Tin. Chairman: Von see, I am trying to get some understanding of the 
exact reasons why this price polit y is followed, and it is not an answer— 
understand me, I arn not criticizing your answer—that carries conviction 
merely to say it is the? custom of the industry. There is a reason for cus¬ 
toms, What, in yotir opinion, is the reason for this custom to follow the 
leader? 

Mr. Handau.: Well, of course, that is a custom which lias lieen pres¬ 
ident. I think, in the industry for mariv, many years prior to mv entry 
into it 

Tire Chairman: Oh, yes; we bear a lot about price leadership, but I 
am trying to get the picture of this practice as yon see it. and vshv you 
follow it. 

Mn, Hanuam : Well, I don’t think l have ever given the matter very 
much consideration. WY simply when the new prices come out, print 
them just as they are. We don't give* the mutter any consideration. The 
prices arc published and we print those prices 

Tin. Chairman Is then' anv sort ni compulsion, moral or otherwise? 

Mu. Kanuai i.; Absolutely none. 

Tire Chairman: Do y»n think it is a good practice? 

Mu, Handai.1.: Well. I have never given the subject verv much <T>n- 
^deration. 

Tiik Chairman: Now, of course, it is our of the most important sub¬ 
jects in vour business. 

Mu Hanuai.i : Yes; it is, of course 

Tiik Chairman: The price that you get for vour product. 

Mr. Handam : I can't answer that question. 1 don't know whether it 
is a good practice or whether it isn’t a good practice. I know that it has 
been tbe custom of the industry for years on end, and 1 know that is what 
we do. that's all. 

Tiik Chairman; A moment ago. in response to either Mr. Co\s ijues¬ 
tion or mv question, you answered that if von did not follow the price up, 
then The American Brass Co. or some other company would come down 
again. 

Mu, Kanoau.: 1 don’t think 1 said thev would. I said they probably 
would or thev might. I don't know what thev would do. 

Mu. Chairman; Then I made the comment that that would not be a 
disturbing result, because it would mean merely the restoration of the 
old price. I could imagine, however, that you might start a price war. 
and that the other companies might go below you. Is there u possibility 
that that is what von have in mind? 

Mr Kanoaij.: I didn’t have it in mind until this moment. That is a 
possibility, yes. 

Tire Chairman: So you want the committee to understand that so 
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far as you and your company art* concerned, tins price-ltfadorship ques* 
turn is one to which you liave never given any real consideration, and 
you have boosted your prices along with The American Brass Co. just as 
a matter of custom? 

Mn. R.vndau.: Yes. 


Mr. ARNOLD: , , . hut if this policy is continued, vnu will continue to 
follow The American Brass regardless of what your costs aie. won't vou. 
so that won't In? an clement in tin* picture 1 ? 

Mr, Randai.i.: Of ctilirsc to be pcrfcctlv hank. on tliat subject we 
don't know what our costs are on hrrvlliuui. 

Mb. Arnold: It wouldn't make any difference if \on did, so far as the 
present prices are concerned. would it? 

Mr. Jt wdaix; No, sir: 1 don't think it would. 

Mr, \r\oj.i>: In other words, there is a situation here where there is a 
lot of competitor* and no competition. 

Mb. IUndai i : Weil, simple. as I said before, follow the prices that 
are published, and that is vs hat we have l>een doing for a good many 
vears. 


At the conclusion of Mr. Randall's testimony, Mr. John A. Ok\ fr.. 
general sales manager of the American Brass Company, was called 
to the stand. His testimony follows: 

Mr Co\: What is the nature of the business of The American Brass 
Co.? 

Mr. Cor.: The American Brass Co. is engaged in the production of 
copper, brass, bronze, and nickel silver in wrought forms, including sheet, 
wire, rods and tubes and other fabricated forms. 

Mr. (.cjx: What is the capitalization of th»- comjunv? 

Mr Cor.: The American Brass Co is a wholly owned fabricating sub¬ 
sidiary of the Anaconda Copper Mining Co 

Mr. Cox: Can you tell us what the capitalization of thr company is? 

Mh. Cof: I do not know what it is 

Mr, Cox: Vou heard Mr. Randall testify that his company did less 
than I 4 * per cent of the business iii which he was engaged. Can vou give 
us anv approximate figure as to the percentage of the business which 
your companv does. 

Mb. Cor; Approximately 25 per cent, 

Mb. Cox: Vou heard Mr. liamlaH’s testimony with respect to the sys¬ 
tem of price leadership which prevails. 

Mr. Coe. Yes. 

Mr, Cox: Would you agree with his description of that system insofar 
as it denoted vour company as the price leader? 

Mb. Cot: I would not agree with that statement. 

Mb. Cox: Vou wouldn’t agree with the statement? 
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Mr, Coe: No. 

Mr. Cox: lit other words, it is your position that your company is not 
the price leader in the industry? 

Mu. Co*:: We are not the price leader of the industry. 

Mr. Cox: It is a fact, is it not. that your prices for beryllium copper 
have been substantially tin* same as those of Mr. Handall for a period 
between 1 B3>4 and the present time? 

Mu. Cm.: So far as I know, they have been practicaliv the same. 

Mil Cox: Practically tin* same prices. Now. you say you are not the 
price leader, is there any price lewder in the industry? 

Mr. Com: There is none. 

Mil Cox: Then how do you explain the fact that the prices are the 
same? 

Mr. Cop: We publish our prices; they art' public information; anybody 
who wishes to, mav follow those prices at Ins own discretion, 

Mh. Ahnoiji: They all wish to apparently, don t thev? 

Mu Cop: They do not, sir. 

Mu. Arnold: You mean they have not been following those prices? 

Mr. Col; On our product they have not, sir. 

Mr. Arnold: 1 got the impression, 1 may be wrong, that tin prices of 
cofiHK‘titors and your prices have* been substantially identical. 

Mh, Col. To some extent they have been identical. Then* are always 
variations in rnanv prices. 

Mil Arnold: You said that anyone who wished to might follow. Some 
of them certainly wish to. 

Mil Cok: Some of them do wish to. 

Mr. Arnold: Anil some of them did follow. 

Mr. Coe: That is correct. 

Mu Arnold: Ami therefore to that extent you have been the leader. 

Mil Cok: To some extent we have been the leader in that we have 
put out our prices. However, others have put out prices and we have 
followed them at times. 

Mr. Arnold: What other companies would you put in the position of 
price leadership aside from your own? 

Mr. Cm:; Practically any member of the industry . 

Mr. Cox. Including Mr. Kamiall? 

Mil Cok: Including Mr. Handall. 


Mil Arnold: 1 take it that the prices are fixed generally bv someone 
following someone else, and that sometimes they follow you and other 
times you follow others. 

Mr. Col: May 1 ask what you mean by "fixed"? We publish our prices; 
they become our prices; they are public information. In that wav the 
prices of The American Brass Co, are fixed by us, 

Mr, Arnold: Then you understand what we mean by Tixcd" and I 
repeat mv question: Is is true that prices are fixed in this industry either 
by someone following you or by your following others? 
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M», Coe; Not in all respects. Many times we do not follow others in all 
respects; many times they do not follow us in all respects. 

Mu. Arnold: But there is a following on the part of the various com¬ 
panies in the industry? 

Mk. Coe; A general following; yes, sir. 

The Chairman: Not that you impose vour idea as to what the price 
should be* upon am body else, or that ambodv else imposes it upon you, 
but when any company makes a change in price, the tendency is for all 
to follow that change? 

Mr. Coe: That is the tendency. 

The Chairman: And how long has that been the system? 

Mr. Cor: As far liuck as 1 base been with the company that has been 
in vogue; water seeking its own level. 

Tur: Chairman: What lac tors go into the determination of the price? 

Mr. Cof: The cost of our raw metals going into the alloys* phis our 
manufacturing differentials. The latter is determined by our price com¬ 
mittee. 

The Chairman: And it the price of the 1 raw material should go down, 
then one would naturally expec t the price of the finished product to go 
down, unless there was some countervailing change in some other fac¬ 
tor!’* 

Mr. (an*: There are other factors to be taken into consideration; yes, 
sir. 

Mr. Chairman: Well, now, would vou sav that tin 1 price fluctuates in 
the same degice that the price of these countervailing or these other lac- 
tors fluctuate? 

Mr Oih; That is a difficult question to answer. I don’t quite know 
what \ on mean hv that. 

The (at airman: Well. 1 tried to make it simple. The price of the 
finished product would naturally, one would suppose, depend upon the 
cost of the various factors which go into making the finished product? 

Mu. Cof: That is correct. 

The Chairman; Well. now. do vou want the committee to understand 
that alvvavs the price of the finished product is determined by these other 
factors and by no other consideration? 

Mr. Coe: The price is determined by the price of raw materials going 
into those products, plus our cost of manufacturing. 

The: Chairman: Yes; those are the other factors? 

Mh. Coe: Those are the other factors. 

The Chairman: And there is no other consideration that goes into 
the determination of the price? 

Mr Coe: That is correct. 

The Chairman; And how about this leadership, why do you follow 
somebody rise s lead sometimes? 

Mr. Goe: We can get no more for our product than other people can 
get for theirs; will charge for theirs. 
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Thk Chairman; Hr re is another outfit which it supposedly competing 
with you, which is not as efficient as you are. and therefore which finds 
for example tluit there is a much heavier plant charge, let us say; there¬ 
fore, it is not aide tu produce this finished product at as low a price as 
you, and because it doesn't produce* it at as low a price as you. it has to 
raise the price, hut according to your testimony when such a company 
raises the price, then you follow and raise your price, although your costs 
have not changed. 

Mil, Omk; \Vr have not necessarily raised our price. 

Tur Chairman: Oh. now, let’s drop the word "necessarily/' You have 
just said that you have done that and that other companies follow you 
occasionally. Now, Mr. Coe, we are merely trying to get the lads here; 
we are not laying the basis for a case against tin* American Brass Co. 
I am trying to get through niv mind this picture of price leadership in 
industry. 

Now, you have toll! us us explicitly as it can he told that in some cases 
other companies in the same business as you follow' the price that you fix. 
and von base told us how von determine that price, and then you sav in 
other instances you followed the price of other companies, ami when you 
do that necessarily von do it upon (actors that arc not reflected in your 
business, but on factors that are reflected in the business of the company 
which raises the price. Now whv do son do it? 

Mh. Cur: We can get as much for our product as any competitor can 
get for his product. 

Till: Chairman 1 : Now we are getting .somewhere. If some other com- 

C my raises the price and is getting that price, then you think son had 
•Iter come up and equalize itr* 

Mr. ('.of.: I feel that onr product is as good as any made by the iiidux- 
try. 

Thk Chairman: It may be better. 

Mr. ('of.: I hope it is. 

Thk Chairman: But the point in determining the price tiling is that 
you base it not upon the actual costs of manufacture in vour plant, but 
upon the highest charge that anybody in the industry makes by and 
large, isn't that the effect of this price leadership policy? 

Mr, Cok: It is usually predicated on the lowest price that anvlrody 
makes 

Thk Chairman: Well, of course, there was an old familiar saying that 
the prior the companies charge is what the traffic will bear. Now isn't 
that the motto which guides those who follow the practice of price leader¬ 
ship? 

Mr, Cor; It depends on what you mean bv "traffic/' Of course we base 
to compete with tnanv other things besides brass and copper 

Tut Chairman: Well, would you say The American Brass Co. puts its 
product out at the lowest possible price, bearing in mind all of those fac¬ 
tors of cost? 

Mr. Oof ; It is necessary when we get our products to the ultimate 
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Exhibit g 


PRICES OF BERYU.ir.M CUPPFIH PROMXTK, RIVERSIDE METAL CO., 

1933 39 



Smirr#*; TSf,.C. flranngy, Part .*> f Tfiflj C.iny. i ( 
C*» cmim-nt Pimtuic; Oiliiv. j». 22-S5 


Exhibit ■'% 


pricks oi m copit.u I'Kodi rrs, ami.ki< w ucass co„ 



Sonne: T.XE.C Hearings. Part 5 {76th Cong. Kt S<*vf ; * Washington, D.C: 
CoAi-mmrnt Printing Office. Itttlfli, p. 228-*. 

consumer as low as we reasonably can, and still at a fair margin of profit, 
in order that wc will not Ik*— that our products will not he supplanted by 
substitutes. 

The Chairman: But under this plan of price leadership, is it not in- 
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evitable that the tendency would \w to raise the price tso as to cover the 
cost of the less efficient member of the industry? 

\f»c 0»fc: The tendency has lieen just the opposite. The tendency has 
been to lower the price. 

Qcestioxs 

J. Was the price policy of the Riverside Metal Company based on sound 
econom ic reas< in i rig? 

2 What was the effect of change* in raw-material priirs on the price** sf*t 
by the Riverside Metal Company? 

3. What were the chief factors influencing the price policy of the Ameri¬ 
can Brass Company? What effect had changes in prices o( raw mate¬ 
rials and other cost factors on the prices set bv this company? 

Basing-Point Pricing 

Case IV~l THE STEEL IXOlSTnY 

In April, 1918, the United States Supreme Court declared the 
busing-point system of pricing in the cement industry to be a form 
of unfair competition and therefore illegal Shortly thereafter the 
steel industry abandoned the busing-point method of pricing, whic h 
it had followed lor over half a centurx. and adopted a system of 
uniform f ob. mill pricing. Under the latter system each seller 
quoted the same* price to every potential or actual buyer at the 
seller s mill. 

The basing-point system, as it had been applied in the steel 
industry, permitted sale only at the delivered price. This was cal¬ 
culated by adopting as a base price' that at the basing point nearest 
the buyer. To this amount was added rail freight from the basing 
point to the place of actual delivery. This method of calculating 
delivered prices is shown in Exhibit 1. As the system developed 
prior to 1924. there was only one basing point for all steel products 
—Pittsburgh. Under the “Pittsburgh plus' practice, mills all over 
the United States calculated prices, not by reference to their own 
costs and shipping charges, but by reference to the single set of 
busing-point prices at Pittsburgh, plus rail freight from Pittsburgh 
to the buyer's location. When, in 1924, the Federal Trade Commis¬ 
sion ordered certain subsidiaries of the United States Steel Corpora¬ 
tion to ' cease and desist” from this practice, the industry changed 
to a multiple busing-point system, in which several basing points 
were established for each product. With more than one basing point 

1 E T C v. The Cement Institute 3*3 V.S. 883 <1948). 



PRICINC AND PRICE POLICIES 


27S 


Exhibit 1 

THE BASING-POINT METHOD: HOW THE DELIVERED PRIC K 18 
COMPETED 

(M<wt Sreei Probitth Ahb 8ou> ox a Dkuvbrki*-Prk r Uaxin) 


BASING 

POINT 



BASE PRICE 
$40 


FREIGHT TO DESTINATION 

$4 


CONSUMING 

POINT 

—4x1 


DELIVERED PRICE 
$44 


Sewn* 1'mtti.i States St«‘* I Corporation, 7 V./ C, Paper* t New York, 1940). Vo I. 
III. p, 2. 

in existence. it lw'canie necessary for mills to calculate delivered 
prices by figuring rail freight from the applicable basing point. This 
was done by calculating the lowest combination of base price and 
freight for any given buyer. 

With common delivered prices quoted to anv given bnver, mills 
closer to the bmer gainer! an advantage over mills at a distance. 
Nonetheless, the more distant mills, bv absorbing freight charge, 
still sold at the same delivered prices as those offered In the closer 
mills. The effect of freight absorption is illustrated in Kxhibit 2, By 
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MILLS AT(j|) AND(C) ARE AT A FREIGHT DISADVANTAGE; 
TO SELL ATgjTHEY MUST ABSORB FREIGHT 


BASING 

POINT 



BASE PRICE 

FREIGHT DISADVANTAGE 
MILL NET 


$40 

2 

36 


1 

I 

| FREIGHT 
I $5 
I 

BASING iCONSUMING BASING 

POINT t POINT A POINT 

^ FREIGHT $3 _FR.EjGHr_$6___ 

BASE PRICE $40 DELIVERED BASE PRICE $40 

FREIGHT DISADVANTAGE 0 PRICE $43 FREIGHT DISADVANTAGE 9 

MILL NIT 40 MILL NET 97 


Source: United States Steel Corporation, T SS C Patten {New York, 1940), Vol. 
HI. p 2 
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absorbing freight, mills found it possible to penetrate the "natural” 
market territory of other mills. Under some circumstances, where 
the seller was not located at a busing point, the delivered price was 
higher than tin* combination of base price and actual freight. Ex¬ 
hibit 3 indicates how "phantom freight" could arise. Phantom freight 
also arose in some cases from the 11 st* by the seller of cheaper means 


I xh&it 3 

THE BASIN* I-POINT MITIfnD: i :\HLAN \T1UN OK MKSI TVI‘K OF 
KHKHUIT ADYWNTADK AND S0*1 ALU D ' PHANTOM IK);]*. HH 

MILL AT (A) HAS LOWEST BASE PRICE PLUS FREIGHT TO [x] 

MILL AT © CHARGES THE SAME DELIVERED PRICE HAVING A FREIGHT 
ADVANTAGE OF SI OVER (A), © REALIZES A MILL NET 
$1 HIGHER THAN(A). THIS $1 IS SO- CALLED “PHANTOM FREIGHT" 


NON EASING 
POINT 

NO BASE PRICE 
FREIGHT ADVANTAGE SI 
MILL NET 41 


BASING 

POINT 

FREIGHT $4 


BASE PRICE S40 
MILL NET 40 



I 

y 




CONSUMING BASING 

POINT POINT 

FREIGHT S5 ,"a\ 

- -. -\P; 


DELIVERED BASE PRICE S40 

PRICE $44 MILL NET 39 


Sonrir: Dinted Slate*. Steel l\»r]>uraln»ii. I V K f'ajtm ( Sew V>*rk, 194*):. Vol. 

IH. p fi 


of transportation than rail freight, on which delivered prices were 
calculated' (see F.xhibit 4D As a result of freight absorption on some 
sales and the realization of phantom freight on others, steel mills 
experienced varying mill net prices after deduction of aetual trans¬ 
portation costs from the delivered prices at winch products were 
sold. 

There were. hirnncr. some einutnst.im r\ when other form* of transportation, 
jiikIi a» water shipment. iM-rr not more t»d\niit.ie<H*us Iwt ausr: ( I ) a haree shipment 
had to he nun h wi gei tlwin 4 rail shipment lx-tan it i.'ould he eurri»‘d eeimcwnicaHy; 
t £1 water transport w as mudi *l»ww than vail. 1 31 handling facilities for water 
shipment might V* lacking; \ 4 ) rvt™ handling costs ww usiiaih rnciirmt hoth at 
the mill am) at destination, and (5) seasonal closure of tucigatimi limited the avail- 
ability of water transport. 
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Exhibit 4 

THE BAH!NO-POINT METHOD: EXPLANATION ON SECOND TYPE OF 
FREIGHT ADVANTAGE AND SO-CAU.ED "PHANTOM FREIGHT" 

MILL AT (§) HAS LOWEST IASE PRICE PLUS RAIL FREIGHT TO 0 
MILL AT (A) CHARGES THE SAME DELIVERED PRICE 
WHEN MILL AT (A) SHIPS •¥ WATER, IT HAS A FREIGHT ADVANTAGE 
OF Si AND REALIZES A MILL NET $1 ABOVE ITS BASE PRICE 
THIS SI IS SO-CALLED"PHANTOM FREIGHT* 


a A SING 

CONSUMING 

RASING 

POINT 

POINT 

POINT 

Qy FREIGHT (RAIL) $4 

-jfxy-’giaig-G) 

BASE PRICE $40"- 

DELIVERED 

BASE PRICE $40 

FREIGHT ADVANTAGE FREIGHT(WATER) 

(WATERI 1 $2 

MILL NET $41 

PRICE $43 

MILL NET 40 


NOTE WHEN MILL A @ SHIPS BT RAIL,IT IS AT A FREIGHT DISADVANTAGE 
Of S! AND REALIZES A MILL NET $1 BELOW ITS BASE PRICE 

Smitm* l iii'.nl Stutcs Sti-rl ( <ir|wiroliMii, J.Y.f C. V(ipcr\ { \i w York, 1MO), Yul. 
111. ji S 

Critics of tin* busing-point ssstom assorted that it rested on agree¬ 
ment among members of the industry. 

The basing point system of pricing steel comprises the following fea¬ 
tures : ( 1 ) leadership hv Tinted States Steel in announcing the base prices 
of standard products and adoption of its announcements by the other 
firms. i 2) agreement upon the extras that are to be charged and the de¬ 
ductions that are to be allowed for variations in size and quality in the 
pricing of nonstandard products, (3) refusal by all sellers to quote prices 
on any but a delivered basis or to ship steel to any place other than the 
one where it is to be used, (4) agreement, in the case of each product, as 
to the cities tliat are to be employed as basing points, each seller, wher¬ 
ever located, charging freight from these points, and (5) agreement con¬ 
cerning the method to be used in calculating the delivery charge.* 

The system is thus essentially noncompetitive. When a producer makes 
a shipment hv a cheaper method of transportation than that assumed in 
the computation of his price and when he makes a charge for delivery 
from a basing point which is farther from the buyer than is his own estate 
lishment. he collects "phantom freight." His ability to do so arises from 

■ T.\ E C Monograph Sn. 2t, p MS. 
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tb*? fact that other producers employing the cheaper means of transporta¬ 
tion and those located closer to the buyer make no attempt to undercut 
his price. When ho makes a charge for delivery from a basing point which 
is nearer to tin* buyer than is his own establishment, he “absorbs" freight. 
His ability to do this must Ik* attributed to the fact that the whole level of 
prices established by the system is high. When a producer is not located 
at the basing point from which he quotes his prices* his “mill net realiza¬ 
tion" varies with the amount of “phantom freight*' and “freight absorp¬ 
tion” involved in different sales. This variation, again, results from the 
fact that distant producers do not undercut the prices which he quotes on 
sales made in the area adjacent to their mills, while he sets his own prices 
at figures which enable them to sell in the area which would otherwise 
Ixlottg to him. M CrosS'huulirig M and the “inter-penetration of market terri¬ 
tories" show that each seller is voluntarily foregoing his competitive ad¬ 
vantages in order to support the system as a whole. Sellers who are clove 
to ctimtimerft do not underbid those who art* far awav. Sellers who are 
located on waterways charge an all rail freight. Sellers whose efficiency is 
high ask prices which enable tire less efficient to survive. Such behavior 
cannot be said to be competitive. 4 

Industry spokesman, on the other hand, claimed that the deliv- 
ered-pritv system of the steel industry was highly competitive be¬ 
cause any seller could enter the market of anv other (by absorbing 
freight), luterjieiietration of markets, it was stated, prevented the 
development of local monopolies. 

When the steel industry abandoned the basing-point svstem in 
favor of the uniform f o b. mill pricing method, steel fabricators all 
over the country, blit especially those distant from their steel sup¬ 
pliers, Ireeame greatly concerned. Much confusion attended the 
change. Under these circumstances the Maryland State Planning 
Commission undertook to study the effects of f.o.b. mill pricing on 
the iron and steel industry of Maryland/* 

By far the largest producer of iron and steel in Mary land was the 
Sparrows Point plant of the Bethlehem Steel Company. This plant, 
the second largest steel mill in the world, produced all the state's 
pig iron and 97 per cent of the ingots and steel for casting. 

In order to determine* the effects of f.o.b. mill pricing, the com¬ 
mission studied the market for hot-rolled sheet. In July, 1947, this 
product was sold through a multiple basing-point system with eleven 

* Ibul p. 150 

* Snru-y of the Impact of F.O fi Miff Pricing on Maryfmui Manufacturer* \ PuH- 

IktttHin \u. 6! 1 i Haiti mmr. chap, *. Tin's study inv estimated the- tffftts 

f,o h. mill pricing on all tlavsrs nf act urns m Maryland, including iron and 

*tw*l pt mincers. 
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published liases. These bases, together with prices for July, 1949, 
were as follows; 



Prvre prr 


Prttt )#r 


Sei Tm 


\ft 7’on 

Pittsburgh. 

p\: f tin 

Y ourightouTi 

. $i*. r » no 

Chiragn . . . 

avon 

Sparrow* Pt 

ts5.no 

Gary. 

.tuvoo 

Granite Ci tv 

. 72.50 

Cleveland 

.65.00 

Middletown, Ohm 

65.00 

Birmingham 

65.00 

San jKmtmw'o, hot* 


HuiTalo. 

65.00 

A itgrk'i-, Seattle 

7000 


On the basis of rail freight rates and water-shipment rates as of 
August b 1949. the natural market of Sparrows Point was as indi¬ 
cated in Exhibit 5/ 


The commission's report continued. 

What are the implications of this natural market? Is the Sparrows Point 
plant, as well as other Maryland producers, in a favorable position? That 
is, will she gain or lose salt s by being limited to the Sparrows Point natu¬ 
ral market? Exhibit 6 describes the natural market lor Sparrows Point, 
assuming prices of July. )949. and bases of 19-17. Column (1) lists the 
estimated consumption hv the metalworking industry fur each state 
wholly or partly inside the natural market for hot-rolled sheets. The con¬ 
sumption figures were calculated on a 194S basis, and in some instances 
wen* estimated percentages of a state's total consumption. If the figures 
included all consumption they would he approximately 30'J higher, but 
they include only the consumption hv metalworking industries. The total 
consumption for the United States of finished steel products was about 
60 million tons in 1948. The metalworking industry consumed at tout 46 
million tons. 

Column ( 2) gives the percentage of the total rail-water natural market 
consumption for each district. Pennsylvania is the largest consumer on 
the East Coast, while California is the big purchaser on the West Coast. 

Column (3) shows the rated capacity for each competing district. 
Column ( 4 ) lists the percentage of the total market capacity each district 
represents. Note that the Sparrows Point capacity is over 60 f i of the total. 

r Kxarnple of calculation of delivered prices of Iv>1-rolled sheet at Greensboro, 
North Carolina: 


Front : 

Fit it. 
MtlJ t'rtcr 

A final Fail 

Ffright (’o*i 

IhhiTTffi 

Prwf. 

Pittsburgh, P«. . . 

$65 no 

SI 6.40 

$KJ 40 

Middletown, Ohio . 

6.700 

H 00 

70.00 

Birmingham. Ala. . 

I'M.fW 

13.00 

7H.00 

H|Mirn*Wh Point . Md. 

65 00 

12 no 

77.20 


The delivered price at (Iwnsbom. therefore*, was $77.20. regardless of the origin of 
the steel. Greensboro, under a uniform f.o.b. mill prue system, would lx* in the 
natural market at Sparrows Point. 




h<« jsnmvn iva.uv x 
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Columns (5) and (6) show the* excess demand or supply for each pro* 
tim ing area assuming production at HXV; capacity. Maryland is shown 
to have an excess supply of 11* million tons. Consequently it must sell the 
larger proportion of its production outside Maryland. 

Now if the assumption is made that all competitors of Sparrows Point, 
located inside the natural market, produce at 109' i capacity, and sell all 
they produce, Sjwrrows Point could still sell over 100C of its rated capac¬ 
ity, as shown in Exhibit ft. Obviouslv. using tht*sc assumptions, Sparrows 
Point will be very favorably affected, as far as hot-rolled sheets are con¬ 
cerned, by a shift to f.o.b. mill pricing. It could sell all it could produce, 
and even expand existing capacity without suffering from umum^I plant 
capacity. 

1‘nder a lusing-point system wlmf would sales be for Maryland's steel 
industry;' Cnfortunately, sufficient information was not obtainable to 
make our discussion more realistic, However, some past results may be 
used to draw tentative conclusions. 

First, assume consumption in the inetalwoikiug industiv in various 
states as of I94S Second, assume that sales under a continuing basing- 
poijit sv stem would be made more or less m proportion to the 19JS distri¬ 
bution. For example, in 1918 Baltimore supplied Massachusetts with 4.9 f « 
of Massachusetts purchases. Now, if proportional distribution is assumed. 
Baltimore would, under a continuing basing-point system, still supply 
Massachusetts with 4.9 r i of her purchases, in I94S Massachusetts con¬ 
sumed 287,051 tons of hot-rolled sheets and strip. (a*nset|ue:itlv it is 
assumed that under a hasing-point system Maryland would supply this 
state with 4.9' f of 287.071. or 14.06ft tons. Now. by calculating in a similar 
fashion for each state. Baltimore’s total sales to the metalworking industry 
under a hasmg-point system mav 1** calculated It should Ik* rememliered 
that these estimate's may lx- fairly clove, for under a continuing busing- 
punt system steel mills would tend to retain old c ustomers except during 
pak vears of production or during war priodv There would of course 
lie changes in distribution in a growing economy because of new custom¬ 
ers entering the stee l market. 

Now* examine Exhibit 7. Column (1) contains the consumption figures 
in the metalworking industry for various states in 1948 Column (2) lists 
the percentage of sale's to each state bv Eastern Pennsylvania and Dela¬ 
ware mills. Column Cl) is the actual sales made by Eastern Pennsylvania 
and Delaware firms using our assumption. This was calculated by multi¬ 
plying columns { 1) and (2). 

Column (4) gives the percentage of .sides made by Baltimore firms to 
various consuming districts, and column (5) shows tin* sales in tons (col¬ 
umn (I) times column (4)}. Columns (ft) and (7) are tlx* percentage 
and actual sales by West Oast firms under our assumptions. 

Column ( 8) is the natural market sales taken from Exhibit ft. Columns 
(9) and (10) show the change in sales that result if there* were a shift 
from the ba$ing-p>mt system to a system of uniform f.o.b. mill pricing. 
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with alt previous base prices becoming f.o.b. mill prices, i.e., without in* 
creases of Baltimore prices or decreases of f.o.b. prices of competing mills. 

The results an* amazing. Under a baring-point system mills in the Spar¬ 
rows Point natural market urea could sell 90B,973 tons of hot-rolled sheets 
and strip to the metalworking industry, while under an f.o.b. mill system 
sales would be 2.MS.4V1. This would represent a 1,441,,460-ton gain in 
sales. 

If the limiting assumptions are removed, the results might Ik* different. 
Nonetheless, as far as hot-rolled sheets are concerned, Maryland stands 
to be in a far better competitive position under f.o.b. mill pricing in the 
steel industry/ 


tyrEsnoNs 

1. How do you account for the expansion of the Sparrows Point market 
under f.o.b. mill pricing? 

2. In view of the expansion of the Sparrows Point market under f.o.lv 
mill pric ing, does it appear that the previous polu v of busing-point 
pricing was unsound from the standpoint of the industrif? 

i\. Is the expansion of this market an indication of greater competition or 
of regional monopoly in the steel industry? 

AVVISDIX 

SOME FACTORS IN THE PHK INC OF STEEL' 

Tin: Di m and ron S i i ki 
IMMEDIATE SOI IK,F OF DEMAND 

Orders for steel come mostlv from companies using the products of the 
steel industry as raw materials in making goods or as equipment iti pro¬ 
ducing services. 

Companies purchasing steel have l>eei» classified, anti estimates of the 
percentage of the total steel production of the United States purchased 
l.v each class are shown in the table on page 2H5. 

In connection with the above classification interesting observations 
mnv he made. First, the purchasers of steel are principally companies en¬ 
gaged in the production of producers' and consumers* durable goods. An 
exception is the container industry which manufac tures tin cans, an article 
classified ns a perishable good since it is generally used but once and dis¬ 
carded. Second, in recent years there has been a marked increase in the 
percentage of steel purchased bv consumers’ durable goods industries, 
such as the automotive and household appliance industries, and a de¬ 
crease in the percentage of steel purchased by producers, durable goods 
industries, such us the railroad industry. In this connection “Miscellune* 

? Surrey of tin- IntfKici of b O ft Mill Pricing on Martflatul Manufacturers i Pub¬ 
lication No. 60 i Baltimore. HH9), pp 54-4)1. 

* Kt'pnuhw «.d from T.V.E.C. //twines . 76th Cnug. 3d Seas. K Part 26, Exhibit No. 
1410. i>p l.‘lAtKV-tlU8. This exhibit wu> offered in testimony by the United States Stwd 
Corfu nation. 
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mis," which has shown such rapid growth, includes many industries pro¬ 
ducing consumers durable goods such as refrigerators, air conditioning 
units, stoves, etc. Third, "Exports" in some years account for an apprecia¬ 
ble amount of total steel sold. Since the economics of export trade involves 
conditions not present in the domestic market, the subject of prices and 
pricing methods in the steel export trade have not been included in this 
study. 

Most industries purchasing steel an* characterized by large companies; 
in the automotive, container, agricultural implements, household durable 
goods and shipbuilding industries, a relatively few large companies coin- 

percentage i»istrijution ok hot icou.kd ikon 
AM) STEEL PKODl/rnoN \MMNG MAJOR CoNSEM- 
1N(I IMM SI K1I S* 



non 

niJr;* a* 

A V#’f Ik#*' 

»OT6 31 

A »■»■****■ 

Automotive 

17 3 

20 h 

115.3 

(‘uriMnietiiru 

I s,s 

ir».n 

HM» 

K ml mmi^ 

(i 1 

10 1 

17.0 

(‘*»rit‘tiiM»r 

ft 1 

N 4 

! 4.7 

AgriritlTtirt’ 

•I 7 

0 0 

! 6.0 

( hi, ga/*. and *ater 

7 1 

1.0 

S3 

ExfiorU 

7. A 

:»*. 

AW 

Mnehmerv 

3.7> 

4 2 

3.« 

Furniture and furm.diinirs 

:tr. 

3 0 


Shipbuilding 

tr» 

0 0 

(Ml 

Mining 

o ;* 

or. 

0.7 

MtHCldlulUHiUSi . 

20.1 

1*0 

I.Vflt 

• M SS . tv«.r(lkiiu, Oifl? iMinw it( &!*r* lx, M-n" 

('nuvmPS' /»■ 

1’nit.Mt ^tAfrw M*v ) . 1 ' 

l »<*t<a.rr 

:«» I'l.'lV 


l>v «M*»»* r Ui>n}Mr lU'Itviil n 

1 U'fl j.Hi.I.i. 1 

«ii*' Iron 

Av< irixirt* *tiii t>s 




1 Unn^tm* Ini 1 On* 31 *nrliuw 1 urntt*. 

irr «»V| 1 '.iMiUili 


prise a substantial percentage of the total production of their respective 
industries." In purchasing their steel requirements these large companies 
usually come into the market with orders of considerable magnitude. The 
demand for steel therefore consists, to a great degree, in large-sized 
orders placed by relatively few companies. 111 

GEOGRAPHIC OISTHIMTION 

Orders for steel arise for the most part in concentrated geographical 
areas. The bulk of tonnage business originates in a belt extending cast 
of the Mississippi, and north of the Ohio risers, tapering off toward 
* Rig Business, its Growth anti it* Place. Chart 3, p, 42 {1 wenticth Century 
Fund) Exhibit So. H96 submitted to the T.S.E.C., July II, JWA < bawd on Census of 
Man* if art ures J, 

Sides statistics of the sidwidiaries of I'nOed States Steel Corporation *how that 
m KMT, 941 c ustomers had hillings over $100,000 each and airoimted for 73% of 
gross sale*. in IH38, 663 customers had billing* over £100,000 each and accounted 
?or 66% uf gross sales. 
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Philadelphia and New York; but important markets exist outside this 
zone, particularly for products required by the* oil and cauning industries. 
Although major markets for particular steel products vary both as to lrxa- 
tion and degree of importance, the principal centers of the composite 
demand for steel in their general order of precedence are: 11 


1. Detroit 

2. Chicago-Cary 

3. Pittsburgh 

4. Cleveland 

5. I-os Angeles 


6. Youngstown 

7. Milwaukee 

8. San Francisco 
0, Newark 

10 New York 


11, Cincinnati 

12. Houston 
11 Buffalo 

I t St. Louis 
15 Toledo 


( .'llAHAf'TEIILSTK s oi I >KM a Si) 

The demand lor steel is subject to tremendous evclicai fluctuations. 
This is due primarily to flu* great cyclical fluctuations in the demand for 
producers' and consumers* durable goods in the manufacture of which 
steel is consumed. 

derived nature or demand 

The demand for new durable goods is highly sensitive to changes in 
the demand for services which the durable goods perform. This may be 
demonstrated by a simple theoretical illustration, A railroad needs five 
hundred cars filled to capacity to cum I (MN 10.000 passengers a year. Each 
year fiftv cars normally wear out and are replaced More people decide 
to travel by railroad and passenger traffic increases 10 per cent, so that 
11.000,000 passengers a year must lie accommodated. This requires fiftv 
more* ears which must be acquired immediately to meet the increased 
demand for passenger service. Therefore, in the vear that this increase 
occurs the railroad has to buy one hundred cars instead of the fifty usually 
purchased for the normal replacement program. Thus a 10 per cent in¬ 
crease in the demand for passenger service results in a 100 percent in¬ 
crease in the demand for railroad passenger cars. This is sometimes called 
by economists the “acceleration principle." It works in reverse too. If pas¬ 
senger traffic decreased 10 per cent there would not 1 m* any demand at 
all for new passenger railroad cars, since only four hundred and fifty cars 
would Im* required to carrv the 9.000.000 passengers left, no additional 
cars would be needed to replace the fifty worn out. In other words, a 
10 per cent decrease in demand for passenger service would cause a 100 
per cent decrease in the demand for new durable goods to perform such 
service. 

DURABILITY AND DEMAND 

The longer the life of durable goods the more sensitive is the demand 
for the new durable goods to changes in the demand for services. For 

u Based on estimate* rnadr in 1937 fiv the subsidiaries of the United Stairs Steel 
Coqmmhim of a "normal" industry-wide market for the following products* heavy 
raih, liravy structural shapes; plates. sheanxl and universal, fabricated structural 
wort, merchant bus, including reinforced concrete burs and light structural shapes; 
black sheets, galvanized slwtls. Imt rolled strip; rods, wire and wire products, tin mill 
products; pipe and tubing. 
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example, in the simple theoretical illustration given above the average life 
trf the railroad car was presumed to be ten years. Fifty cars normally had 
to l>e replaced annually. However, if the average life had been five years. 
UK) cars per annum would have to lie replaced. In that event a 10 per cent 
increase in the demand for passenger service would have resulted in only 
a 50 per cent increase in the demand for new railroad car*, and a 10 per 
cent decrease in the demand would have resulted in a 50 jser cent de¬ 
crease in the demand for new equipment. On the other hand, if the aver¬ 
age life of a ear had been twenty years, only twenty'five ears would base 
to be replaced annuallv. Therefore a 10 per rent increase in the demand 
for service would have caused a 200 y* r cent increase in the demand for 
new railroad ears. In the event of a 10 per cent decrease in the demand 
for service, the replacement demand for new equipment would not only 
disappear entireh, but twenty-five additional cars theoretically would lx* 
removed from service and be available* to meet the normal replacement 
demand in tin* following year 

Thus, while the demand for new durable goods is highly sensitive to 
change in the demand for services which the durable goods perform, the 
degree of such sensitivity and the magnitude of the resultant fluctuation 
in demand depends on the life span of the durable goods, fluctuations in 
the demand tor nrvv durable goods will be prngiessivelv greater as du¬ 
rability increases. In actual practice main qualifications to this principle 
c \is!, nevertheless it is fundamental in the demand for durable goods. 

mSTPONMlIIJTY OF H lU HASl' OF DUttllU'. COOUS 

The purchase of durable goods usually can be easily jwistponed. and is 
postponed when income is scant oi prospects lor the profitable use of 
additional durahh- goods an* discouraging \s a result of post portability 
of purchase, producers' durable goods industries feel an immediate eflect 
on demand resulting from the contraction of producers' income as ex¬ 
penditures for capital goods are deferred and the income of the purchaser 
is directed primariK to meeting necessary out-of pocket expenses. In 
addition, even though the immediate business outlook is favorable, ev 
penditures for capital equipment rnav In* post| h mod if the long term 
business outlook is unfavorable: the business man must anticipate a rea¬ 
sonable return over the life of the investment before tying up his capital 
m durable equipment. After a prolonged depression, with purchases of 
durable goods almost completely eliminated increased profits and re- 

The virtual age distribute*! of the • *f durable p«»»ids in use might 

(hang? in different years \h> The effect <>| <»hsoles« hkp i* to in<*re:*r replacement 
rates and therefore limit tlx* magnitude of fhetuationv if if is ,t constant factor from 
vi-.ix in year. If art rrr»tu factor. il would imrra« the Hue tuatiuns d if ot^urred in 
normal or alatve normal years. <t if it occurred m sub-normal years it would limit tin- 
fluctuation, |f) For producers" durable gtHalv. obsolescent «• tan l*e brought about In- 
vhift* in demand the dr*elopnimt r>f new products, the introduction ut new tech¬ 
niques of production. diwmcn- of *h-w resource* or new methyls of using reflonrer*, 
migration of industry from <m<* area to another, and similar shan&es In the field of 
consauners’ durable goods, style change* and shift* in tomimierV demand* are among 
the causes which may result in shortening the dtlicrM’iv useful life of durable good*. 
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turning confidence as to the future may stimulate a great upward surge 
in the demand for replacements previously postponed and also for new 
equipment for expansion. 

hi like manner, consumers’ durable goods industries feel the impact of 
declining consumer income, as funds available are used to buy the neces¬ 
sities of life and existing consumers’ durable goods, such as automobiles, 
are made to last longer than anticipated, or are discarded without replace¬ 
ment under stringent conditions, increased consumer income, actual and 
anticipated, will create a strong revival in demand for consumers* durable 
goods as replacements are made and new equipment purchased. 

As previously indicated, the “acceleration principle” becomes more 
potent as durability of a product increases. As a result the magnitude of 
expansion and contraction in demand for products of the durable goods 
industries will be greater than fur non durable goods industries. These 
fluctuations of demand for new durable goods will be further magnified 
by the postponability of purchase of these goods, a producer will buv coal, 
oil or electrical energy long after he has decided lie must postpone pur¬ 
chase of capital equipment, and a consumer must buy food, clothing and 
other necessities even though he cannot afford a new car or a refrigerator. 

TOTAL DEMAND KOH STEEL IS INELASTIC 

The magnitude of these cyclical fluctuations in demand cannot be 
materially affected by adjustments in the price of steel lieeuuse the total 
demand for steel is inelastic. This is due, first, ti» the derived nature of 
the demand for steel, and, second, to the limited number of substitutes 
for basic steel products, and conversely the limited number of products 
for which steel may he substituted. 

As previously indicated, the demand for steel is derived from the de¬ 
mand for the scr\ ices which products made of steel perform. If a change 
in the price ot steel is to influence the demand for the finished product 
in which the steel is used, two conditions must exist: the cost of steel must 
represent a substantial percentage of the selling price of the finished 
article, ami the demand for the finished article itself must he such that it 
responds to changes in its price. This is not generally the case: steel as 
a raw material usually represents a small percentage of the total cost of 
the finished product, and the major industries purchasing steel have a 
rather inelastic demand for their products. 1 ’ 

The automotive industry, which during recent years has been the larg¬ 
est single customer of the steel industry, is a typical example of the de¬ 
rived nature' of the demand for steel and the resultant inelasticity of such 
demand The cost of steel in a low-priced automobile retailing l>etween 
$700.00 and 8SOO.OO is a Inn it $85.00. or roughly 10 per cent of the retail 
price. Boost and von Szeliski in a recent study contained in "Die Dynam- 

^ The approximat*- proportion of steel nwt in {Mice of finished product for various 
item* is as follows: «mV of railroad, 36.7%; amrttneut budding. 10%; automobile, 
10%; can of food, *N%: frame house. H Z*\ ; electric refrigerator, 3.4%; dairy (Mint. 
3,2%-, mile of mnlorml highway, 0.7%. 
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ics of Automobile Demand'^ estimatd 1.5 to be u representative average 
of elasticity of demand for new automobiles; i.e., for every 1 per cent 
decrease in the price, the automobiles sold would increase 1.5 jwr cent, 
Since steel costs represent 10 per cent of retail price, a 5 per cent decrease 
in steel prices would permit a 0.5 jhu cent reduction in the price of auto¬ 
mobiles, and according to suc h elasticity of demand would increase auto¬ 
mobile sales to the extent of 0.75 per cent. The resultant increase in the 
demand for steel by the automobile industry would be negligible. 

EFFECT OF THE SUBSTITUTION FACTOR 
Substitution of steel lor other materials, or a reverse substitution, is 
not an important factor in the cyclical fluctuations m the demand for steel. 
If. through lower prices, steel could imude a major market served by 
other products, or if high relative steel prices meant invasion of major 
steel markets In substitute products, there would be imparted to the 
total demand for steel a degree of elasticity not now present Steel pos¬ 
sesses more physical strength per dollar of investment than any other 
existing product; wood and concrete have a restricted field in which 
tliev mav In* substituted for heavy steel (Jaw plastics', rubber, alumi¬ 
num and certain alloys mav serve as substitutes in specialized fields, hut 
even in these cases price may be only one of many competitive factors 
involved Therefore, price reduction would result in very little additional 
steel being sold as substitutes for other products, and a price advance, 
unless abnormal, prnbabls would not result in additional competition 
from substitute products. 

POTENTIAL ELASTICITY OF DFAIWD FROM A PARTICULAR 
PRODUCER 

Although flic* over-all demand for steel is inelastic and the total quan¬ 
tity boogt»f would not be substantially different if the price* within rea¬ 
sonable limits were lower or higher, the demand for steel from a particu¬ 
lar producer possesses great potential elasticity. This readiness of a buyer 
to shift from one producer to another Irecame of a lower price is due 
to the informed charac ter of the buying of steel. Technical knowledge 
of the product to lx* purchased is available through laboratories of indi¬ 
vidual purchasers, trade associations and independent research agencies; 
exactly the same steel may. for the most part, lie obtained from any one 
of a number of producers! Furthermore. the large size of individual pur¬ 
chases makes it worth-while for buyers to seek the lowest possible price. 
This propensity to shop is enhanced by Knowledge of latest price quota¬ 
tions. by familiarity with psychological and other factors resulting in a 
"buyers** or a "sellers" market for all or particular products, and by a gen¬ 
eral understanding of approximate costs of steel production, indeed, a 
few purchasers* of steel operate completely integrated steel works to 
u Publication of the General Motors Corporation Iww-rl upon paper* prwnt*'! at 
a joint meeting of tin- Americ an Statistical Association and the Econometric Society 
in Detroit, Michigan, on December 27. WIS 

l7 ‘ Ford Motor Company and international llarv«*ter Company. 
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supply a portion of their requirement*. and others'* have semi-integrated 
and nori-mtegrated capacity. 

Thus, potentially, tin* demand for steel from an individual producer is 
elastic and buyers are often in a position to evert bargaining pressure to 
obtain the lowest possible prices, especially when the steel industry is 
not operating near capacity. 

Tilt: St rt't v of Steki. 

(Tim.iuihu cost f:\thation 

T”he most economical source of steel is that location at which the raw 
materials can be assembled, the steel produced and delivery to the market 
effected at the lowest possible total cost In determining plant location " 
assembly costs are most important, more than four tons of raw materials 
must t»c assemblerl for every ton of steel produced. Although production 
costs are subject to variations due primarily to geographical wage rate 
differentials these variations are supplement a rv to and. in a measure, 
compensatory for otherwise uneconomical assembly or delis erv costs. 

The approximate amounts ol principal raw materials required j>er ton 
of pig iron are: -1075 [rounds of iron ore / assuming ore ol n reasonably 
high metallic content V 2700 pounds of coking coal and l #K) pounds u! 
linH'stone Another 1300 pounds ol coal mav lx- lonsuiued for power and 
beating lx fore a ton of finished steel product has ltdf the mills. The 
greater proportion of the raw materials is used in the blast furnace, but 
integrated steel works have developed from blast furnace plants heeanse 
(a) as steel approaches tlx* finished stage the cost of shipment becomes a 
smaller percentage of the cost of the product to the buyer. i1 > ) integra¬ 
tion assures more constant and reasonahK full utili/ation of blast furnaces 
anil open hearths, i c) economies of converting molten iron into steel and 
other heat conservation factors are imjxirtant in the economical produc¬ 
tion of steel 

limitations imposed bv the necessity for the most favorable loinhina- 
tion of assembly production and delivers costs have confined steel pro- 
ductmn to a few geographical areas. 

The most favorable combination of the three variables is probably to 
lie found at I .ake Erie and Lake Michigan [Xirts and in the Pittsburgh 
district (including the Mahoning and Ohio Valievs L These locations’* 
were primarily determined bv the assembly costs of lake Superior ores 
which are the backbone of the steel industry in the I'nited States and 
supple about S2 per cent of the ore consumed in the country, and of tin* 
finest metallurgical coking coals which are found in Western Pennsvb 

"* AmonC'in Car and Foundry t‘u.; Amerkau (To.; Auhison, Topeka 

anil Santa Fe Kailruad Co,. (arnttrirntu! Can <. Siiuorxls Saw and Strrl Go.. Timken 
Holler Hearing Co., lix , 

*' A* ailululits of a large water supply is important in steel mill location. 

*' Although Pittsburgh historically was established a* a steel producing center he- 
forr Lake Superior ores ami coking issi! came into general use, its growth and the 
nuuntrrutiue of its dominant position has f»eci) Isoed on its ixiinoiim al accessibility to 
these resources. 
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Vania, West Virginia and Kentucky. The assembly cost of limestone, 
which is well distributed and the least important of the major raw mate* 
rials, is usually an incidental factor. 

Comparative assembly costs at principal production centers in this area 
have been estimated as follows: 

KSTIMATKO A&SKMHLY COSTS IN TH1. PHOIUmON OK PIC IKON, 
SI M M KH OK 11137* 
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Assembly it>xfs at these locations vary. the importance of each com¬ 
ponent * ?! flic costs is emphasized by the difference of $1 17 in favor of 
Pittsburgh over Chicago tun* entirely to Pittsburgh's fortunate position in 
the center of the hurst metallurgical coking coal fields in the country. 

Although primarily based upon assembly costs, the growth of these 
great steel production centers to their present si/a* would not have been 
possible if outlets for at least a considerable part of their products did 
not exist fairly close, at hand; all the production centers coincide with, or 
are adjacent to. major centers of stee l demand. However, the location of 
these production centers depends only in part on relative assembly costs 
and the magnitude of local demand for a particular product, it depends, 
among other things, on the conformation of the market for each product 
and for the group of products that imv lie economically produced to¬ 
gether. iu 

For example, hot rolled sheets, cold rolled sheets and tin plate, which 
are produced at the Gary’ sheet and tin mills of a subsidiary of United 
States Steel Corporation with all the attendant economies of large scale 
production, are products of virtually the same integrated process. Major 
outlets for hot rolled sheets are Chicago. Detroit, and Indiana with im¬ 
portant sources of demand in Iowa, Minnesota, and Ohio; Detroit is the 
principal market for cold rolled sheets, and Chicago i> am important mar- 
Committee on Iron and Steel Price Research, National Bureau of Famomic 
Research Conference on Priie Hevsinh. Pri+p*nalt fur Rr*cttrth m\ Write* ntvl Pricing 
Policies in the Iron and Steel huJustry • 19'iVH. 
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fcist for tin plate. A similar situation exists at the Irvin Works of this same 
subsidiary in the Pittsburgh distric t which rolls the same three products. 
Ohio ami adjacent W est Virginia counties, Pittsburgh and Philadelphia 
are major markets for its hot rolled sheets. Cold rolled sheets arc* princi¬ 
pally snipped to Cleveland, other Ohio centers and Philadelphia. The 
Irvin Works may also supplement Gary in the Detroit market with hot 
and cold rolled .sheets in grinds of peak demand, while Metropolitan New 
York is the major inaiket for its large output of tin plate. 

This market structure of groups of products that may economically be 
produced together accounts in part for production patterns with such ap¬ 
parent inconsistencies as limited capacity at Detroit and excess capacity, 
as compared to local demand, at Pittsburgh, The effects of historical de¬ 
velopment anti the immobility of steel making equipment will be dis¬ 
cussed later. 

Birmingham, Alabama, and vicinity is another location with a favorable 
combination of assembly and production costs. Assembly costs at Birming¬ 
ham are undoubtedly the lowest in the country—iron ore. coal and flux 
being in close proximity. In this case low assembly costs compensate in 
part for the comparatively poor quality of the raw materials; iron content 
of the ores is low ami phosphorous content high, making conditioning 
and sintering desirable, the coal requires washing before coking. With 
wage rates lower than other districts, production costs are also economi¬ 
cal. although haste wage rates have been rising in the South. These ad¬ 
vantages of assembly and production costs are offset bv remoteness from 
major markets; a substantial part of the tin plate produced at the large 
plant recently erected by Tennessee (ami. Iron & Bailroad Company, 
another subsidiary of United States Steel Corporation, at Fairfield, Ala¬ 
bama, is shipped to the West Coast and Hawaii, 

Sparrows Point, Mary land, is strategically located. Bast'd on the use of 
high grade imported ores, iron ore costs have been estimated* 1 ' to he less 
at Sparrows Point than at Lake F.rie and Pittsburgh area plants, which 
advantage is otfset. in part at least, by higher assembly costs lot coal and 
limestone. Its accessibility to the large markets of the eastern seaboard, 
and its ability to cornjKte on the W est Ovist via all-water transportation 
due to tidewater facilities, make econmnie.il distribution costs a major 
factor in the favorable location of Sparrows Point. 

Combined assembly, production and delivery' exists make possible in¬ 
tegrated steel prmhictioii on a commercial lues is in only one other geo¬ 
graphical art'll at the present time.' Colorado and Utah both possess mm 
ore, fair coking coal and limestone in sufficient quantities and within rea¬ 
sonable assembly distance of each other. Due to prohibitive distribution 
costs, however, this district must depend, in the main, on local demand 
for special products At Pueblo. Colorado, the Colorado Fuel am! Iron 

Maryland State Pluming Commission. The Iron ami Steel Industry—Blast 
FwntH'i*, St+rl Wort* ami Hotting Milk, November p M. 

11 With tin rurptuin of certain areas with small loir-*) we deposits, capable of 
supporting UmiM opemtious. i.v . ore deposits of New Jersey. Eastern Pennsylvania, 
sukI tlur Adirondavks, wmvitittralh to Pennsylvania rotd fields 
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Corporation, cognizant of this situation, produces principally mils and 
traclc accessories for Western roads, and wire products for farm and 
ranch consumption. At I ronton, Utah, the Columbia Steel Company, a 
subsidiary of United States Steel Corporation, operates a blast furnace 
whose pig iron output is taken in part by its West Coast steel mills near 
Los Angeles and San Francisco and in part by local buyers. California 
steel mills also use a considerable amount of scrap obtained locally. 

Although it is an important steel consuming area, the West Coast can¬ 
not support more than limited steel making capacity due to high assembly 
costs, particularly in the face of competition from Birmingham and Spar¬ 
rows Point, both of which can serve tins area on a more economical basis. 

The principal steel produc ing centers of the nation, therefore, are con¬ 
fined to particular geographical areas where the raw materials for steel 
making can be economically assembled. Differences in the development 
and activity of these producing areas have been determined to u consider¬ 
able extent by the relative costs of transporting steel to consuming areas. 
Many small non-integrated mills, however, are located outside the major 
producing areas where they mav use local scrap, merchant pig iron or 
semi-finished steel to produce steel for consumption in the local area or 
mav specialize in particular products to distribute in more* widespread 
markets. 


Trnrvoi o<;ir ,\i, aspects 

Steel making equipment installed at the producing centers is both 
costly and immobile, the economies of size inherent in steel manufacture 
haw* l>een important factors in determining the design of modern mills. 
The result is that the small plants of fifty vears ago have lieen succeeded 
by complex ami gigantic operating units 

Twentv vears ago the coke used in blast furnaces was principally made 
in banks of simple beehive oven*, usually located at the mine, Today, it 
is made at or near the steel plant in long batteries of liv-product coke 
ovens with alternating coking and heating chandlers topped by coal lar- 
ries ( off-takes and collecting mains In close proximity stand the tall cool¬ 
ing towers and scrubbers, the ammonia house and benzol plant used to 
obtain numerous bv-prudiict? from the t*trs and gases emanating from 
the coking ovens, wliich are today recovered and put to use. 

In i'S80 the cv.parity of the most efficient blast furnace, a comparatively 
simple unit, was one hundred tons j>er dav; at present tin* newest and 
most efficient furnaces are rated at 1100 to 1200 tons per day. This in¬ 
creased output has iieen accomplished not only bv increase in size and 
better blast furnace practice, but by mechanical improvements and the 
development of auxiliary equipment. A blast furnace plant today is enor¬ 
mous and complicated. The furnace is a tail circular structure 90 to 100 
feet high, built of firebrick and reinforced externally bv a close-fitting 
steel shell. It is provided with apparatus for hoisting iron ore, coke and 
limestone to the top where they are charged into the furnace. Large pipes 
carry the gas gene raft'd in the furnace to tin* stoves where it is used for 
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heating purpose*. Besides «sich furnace stand four cylindrical stoves nearly 
as High as the furnace itself- These stoves heat air to high temperatures 
before it is blown into the furnace at the rate of five tons of air for every' 
tot* of iron produced. The impurities in the raw material are either burned 
nut or accumulated in the slag which gathers on top of the molten metal. 
This slag is removed through the higher of two tapping holes. Through 
another tapping hole the molten iron is drawn at periodic intervals either 
into ladles to lie carried to huge containers known as mixers subsequently 
to be taken to the open hearth and Bessemer converters, or into runners 
leading to the pig iron casting beck. A Iwiiler house* power plant, pump¬ 
ing station, tnrlni-blower stockyard, ore bridge, car dmnjHT and raw 
rnateriat bins, all constitute important parts of blast furnace equipment. 

The steel making equipment is equally complex and has increased 
in si/e as it has become more efficient. In 1S9*) the average open hearth 
furnace* had a capacity of 22 tons iwr heat; in 1H3S the average furnace 
capacity was 95 tons per heat ami the largest 400 tons per heat. Even 
more spectacular lias been the radical improvement in design and the 
increase in size of continuous rolling mills for fiat rolled products in re 
cent vears. This acceleration o! growth lias been so dramatic that in 19W 
a continuous rolling mill with a r apacity of as much as BOO,000 tons of 
finished Hat rolled steel per year was unprecedented; vet in March OHS 
a continuous strip mill was opened with an unmiul capacitv a> f approxi¬ 
mately one million tons.” 

Equipment used in each stage of modern steel making is nsuallv so 
combined as to jw-rfonn a series of vertically integrated operation*, con¬ 
servation of heat ami |x>\vei requires continuous processes. Assurance of 
adequate sources of raw material and the elimination of purchasing ex¬ 
penses at each stage of operations are important factors in promoting 
further integration 

Vertical integration is a dual development in the industry. Nun-inte¬ 
grated and semi-integrated producers desiring indejicndrnee from pro¬ 
ducers of semi-finished steel and the owners of raw material reserves, 
and influenced hv the possibility of additional savings, integrate* toward 
tin* .sources of their raw- materials. Partly as a result of such movement 
and partly dm* to the decline in demand for steel used m producers’ du¬ 
rable giMnis industries, producers of semi-finished ami heavy steel have 
obtained outlets for their productive capacitv by integration towards 
more highlv finished products. 

CAPITA!. INVESTMENT RFQtTitEMFNTS 

This combination of huge units vertically integrated requires large 
capital investment A modern blast furnace of about 1.000 tons capacitv 
with the auxiliary equipment above mentioned costs four to five million 
dollars. The average investment required for a modem steel works of 
efficient si/e is approximately $100,01)0,000. Such a mill would W capable 
of producing alKuit 1,000,000 tons of ingots per annum and would have 
diversified finishing equipment of sufficient capacity to convert about 

w ftn'ptiblK Steel (.Ymipanv amtinwHu strip mill. tuvalKiga Valiev. Ohio 
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half the output into billets and other semi-finished steel and the other 
half into sheets and strip. Such an investment would not include opera¬ 
tions prior to the assembly of raw' materials at the plant site, t.e., the 
plant would be integrated only from coke plant to continuous rolling 
mills. Operating units mav be and sometimes are much larger; a single 
continuous hot and «*old rolling finishing plant alone tnav require an in¬ 
vestment of $do,ooo»uoo. 

Such large and complex equipment cannot lie moved in response to 
geographical shifts in demand, and only extraordinarily great differential 
advantages of a new location justify scrapping existing facilities einlmdy- 
ing large unamortized investment and long remaining service life. New 
areas of demand usually develop only for particular products or groups 
of products and it mav be more economical for the established producer 
to install sufficient capacity at the existing location to compete in the 
new markets than to build integrated steel works at the source of the 
new' demand. This decision mav depend first, on the combination of 
products that ran be economically produced together, and second, on 
whether tin* steel demanded can lx- produced by integrating new facili¬ 
ties with unused eapactiv at the existing location. Modernization and ex¬ 
pansion at the established locatem mav he rational, and tin development 
of an individual companv at a puiticular location may thus be perpetu¬ 
ated. 

FACTO Its IN FXrbNDIUltf S K »K NTW PI. A VIS A\I) F-OITPMK NT 

The number of producers of am particular steel product bears a 
rather direct relations hip to the minimum investment required to he¬ 
roine sudi a producer. It is pertinent to inquire first, the source of the 
fund* for such capital expenditures and second the inducements neces¬ 
sary for the investment of these funds 

Source of I'muLs. —Funds for investment in new plants and equipment 
mav he obtained from anv one nr a combination of tin* following source's; 

( 1 i Outside csipitab both existing companies and promoters of nrvv com¬ 
panies mav borrow through the medium of notes and bonds or sell stock 
to obtain funds from this source. (2) Accumulated earnings; the avail¬ 
ability of this source* of funds over the years enabled existing companies 
to promote anil keep pace with the upward trend in national steel con¬ 
sumption, and in addition helped small non-integrated and semi-inte¬ 
grated steel companies grow into large integrated units. (3) Deprecia¬ 
tion and other reserves; this has lieen the primary source of funds for 
replacement and modernization programs. 

Incentives for Investment—Profit Motive ,—The normal incentive for 
investment is prospective profits. This may cause* the expansion of exist¬ 
ing companies; the* development ol non-integrated and semi-integrated 
companies into integrated companies being a erase in point; or it may in¬ 
duce new companies to enter the field usually as non-integrated or semi- 
integrated specialists. Tlw* formation of a new* integrated steel company, 
except by merger, would not lx* likely today since: (1) A large capital 
investment is necessary. (2) The technological and organizational diffi- 
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cultfcs in farming *uch a company are great. (3) The difficulty of obtain¬ 
ing an immediate market for the output of such a new company would 
be tremendous; great locates in early years would therefore seem inevi¬ 
table. 

Incentive* for Investment — Obsolescence .—Obsolescence has been an 
important motive for capital expenditures bv the steel industry in recent 
years, litis has been due to: f I i New production techniques; the intro¬ 
duction of continuous hot strip mills unci continuous cold reduction proc¬ 
esses has brought about a major technological revolution in the industry. 
(2) The development of new products, cold reduced sheets and cold 
reduced tin plate have practically displaced the hot rolled products in 
major markets. In order to remain in markets demanding the new and 
Iretter products, companies have had to purchase new equipment and 
construct new plants. ( I) Shifts in demand; e.g. k the marked increase in 
the demand for sheets, strip, tin plate and other steel required by con¬ 
sumer goods industries, and the decline until very recently in the de¬ 
mand for rails, plates and structural shapes. This shift has caused ex¬ 
pansion of existing companies both to meet the new demand and to 
obtain outlets for otherwise unutilized ingot capacities, 

SIZE AND M'MHKH OF IMUHHCKKS 

The producers of flu* bulk of tonnage steel are large in size and rela¬ 
tively few' in number, which is a natural development in an industry 
requiring great capital investment as the result of large scale equipment, 
vertical integration and. in certain cases, horizontal integration. Principal 
producers (including subsidiaries) ami their respective percentages of 
total ingot capacity for the year HI VS are indicated in the following 
table; 


mtt t N t Mil. DISTKUll TION OK OAPUTPV 
AMOVE, fUtOlMVKKS OK NT KM. JNOOTS 
AND STEM, J Olt I WSTINOS H»3K 
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* Th« tot*! ii*** rv.it crK-l*x|n con; farin'* thti ti**htv* riwl onjy for 

® Ameriviiii Iron »mt Steel Institute, JrtW* <tnd Steel Works Directory ef the ('ntted 
State# and Canada, pp 401-2 
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However, ingot capacities should not be the sole criteria of the site 
and number of producers, especially in the consideration of markets for 
particular products, since the number of companies and the percentage 
of the total that each lias capacity to produce varies with individual steel 
products. The number is determined by: (l) The minimum investment 
required in equipment to produce the product, the proMHvtivc return 
thereon, and the relative simplicity of the operation, 'flu? investment 
formerly required for a steel mill and past profit margins must lx* con¬ 
sidered in a study of any particular company, since most of the present 
producers entered the market under conditions different from those 
which today would fact* a newcomer. (2 > The technological history of 
the product and the equipment used to prtKluce it. ( 3) The nature of the 
demand for the product; its diversity and geographical distribution. (4) 
The historical development of the producers. 

The |>rnentage of the total represented by the capacity of any indi¬ 
vidual producer is principally n reflection of: (1) The historical develop¬ 
ment of that producer, particularly with reference to product specializa¬ 
tion. \2) The tec-lmological history of the product and the equipment 
used to produce it. i->) The producer's locution with respect to demand. 

lender the influence of these factors there are distinct variations in the 
character and total number of producers of each steel product, and in 
the percentage of total capacity possessed hv each producer for each 
product and m the geographical distribution of thru plants. 

( HA.Wr.hS OF DISTHI1U.*TIO\ 

Approximate!) 80 per cent of the steel produced b> the steel industry 
is sold directly to consuming industries through the sales organizations 
of the producing (companies so that in the majority of cases "sellers'* and 
“producers*' are interchangeable terms if* the market for steel. 

Jobbers ami Warehouses. —The balance of the steel sold passes 
through the hands of jnbl>ers. warehouses and other distributors which 
are essential in the sale of standardized products in small lots to widely 
scattered (onsumers. or where geographical conditions such as exist on 
the West Coast make this form of distribution particularly economical. 

Although the* jobber market is an important factor m the distribution 
of steel, the influence of this form of distribution on the pricing and mar¬ 
keting of the majority of steel products is negligible. Jobber outlets are, 
however, important elements in the marketing of galvanized sheets, con¬ 
crete reinforcing bars, standard pipe, tubes, and merchant wire products. 

Importance of Outlets .—Maintenance of outlets for semi-finished and 
finished stee l is important for most members of the steed industry. The 
acquisitions of such outlets, by integrated producers, which occur from 
time to time, involve a change in the distribution pattern of the industry. 

SUMMARY 

The supply side of the steel market from a long term viewpoint is 
marked by these characteristics; (J / The areas of production are geo- 
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graphically concentrated in a few districts because of location of raw 
materials and transportation costs. (2) Large size equipment ami verti¬ 
cal integration are typical of the industry*; some* companies are also hori¬ 
zontally integrated, while a number of semi-integrated or non-integrated 
companies are specialists in particular products. 01) latrge capital in¬ 
vestment is necessary; however. For certain products the investment nec- 
esvitry to in'eome a producer is relatively much smaller than for others, 
and this seems to he an important controlling factor in determining the 
number of producers of a given product. (41 Generally speaking, pro¬ 
ducers are large in size and few in number, although in particular cases 
major producers of specialty products may be smaller nun-integrated or 
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semi-integrated units, 15) Investment in new plants and <n|uipment arises 
both in response to prospective profits and as a result of obsolescence. 

In contrast with mum types of markets the steel market is one not 
casilv entered by producers, or withdrawn from, once onhv Ims fiern 
accomplished Tin* large investment required, technological and organi 
/.at ion a l dilHculties. and the prohlein of obtaining an immediate market 
are obstacles to entry. The nonrrcoverable costs that must be sunk in a 
steel company are not conducive to withdrawal if there is an opportunity 
fur any return in excess of out-of pocket expenses. 

In mui’h the same manner, the supplv side of the steel market differs 
from other markets in that productive capacity cannot he easily adjusted 
to meet changing market conditions. Once capacity is installed, it is in¬ 
elastic and cannot he removed except by scrapping, which ordmanlv 
does not appear desirable due to the large investment involved, nor can 
capacity lie easily expanded except b\ heavy capital expenditures re¬ 
quiring a considerable tune interval. 

< 11 a ha r tt iustu s or 0 >st is mi Imh'stky 
•WKRHKAir OK TlXKir COSTS 

There arc certain costs m the steel industry which are approximately 
the same regardless of the amount of steel produced. M These costs are 

** This presume* a company to oprraOmi Complete shutdown naturally would 
dnrtti* thn»' slurjih . 
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sometimes known as “overhead" or “fixed" costs. In the case of the United 
States Steel Corporation ami its subsidiaries such “fixed" costs are com* 
posed of the elements shown in the table on page 298. 

Other steel producers may liave different percentages for the com- 
ponents of their “fixed" costs depending on the degree of integration and 
their capital structure. However, regardless of their composition, such 
costs are relatively large for major producers in the steel industry, and 
with low operating rates are a substantial percentage of total costs. 8 ' 

M ADDITIONAL" COSTS 

The costs over and above “fixed" costs represent the “additional" cost 
incidental to the production of each additional ton of steel, assuming the 
steel mill is already in operation. Recent studies of the experiewT of the 
Tinted States Steel Corporation and its subsidiaries over the past ten 
years indicate that the addition to the total costs arising from the produc¬ 
tion of each addition tuir of steel is the same regardless of tlu* operating 
rate at which the additional output is obtained as long as the other fac¬ 
tors affecting costs remain constant. This phenomenon of constant “addi¬ 
tional" costs covers an observable range of output which extends from 
around twenty per cent of capacity to slightly beyond ninety per cent 
of the physical limit of output. It is not certain that this relationship 
would hold true as the physical limit of tapacilv is reached since at that 
point the equipment may become overtaxed and for various reasons oper¬ 
ate less efficiently and at greater cost. Less efficient reserve units may 
also be placed m service to meet the jXNik levels. In those circumstances 
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Thr tons mentioned in desenhing tin' o*t pattern are weighted torn This means 
that rath fim <»f Hulled and Kmwhfd Uerl product r>r of otlier tonnage mtdud which 
i* of a tyiy? whose average cost n levs than the eragf_ cost of all Holloa and Finished 
steel proawis, is made to count as lens than a full ton, while tom of product* of a 
iUss which is on the average more costly titan the average cost of Holkd and Finished 
steel product*. are made to count more than a full fun. In tins way the mimlw-r of 
tom of all tonnage products shipped has been comr.Tted into nrjuivak’fil tons erf 
average-cost [billed am) Finished steel products. Idle result is that total coda of various 
tonnages shipped are made comparable where they would not lx if unweighted ton¬ 
nages had been used. 
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the additional costs incidental to the production of an additional unit of 
output would cease to f>e constant and would probably rise sharply. The 
percentage composition of these costs in the case of the United States 
Steel Corporation and its subsidiaries is indicated in the following table. 

INITiri) WATER KTEEL CORPORATION A SCIMIM- 
AIUK8 fXIMPOXkNIri OF “AliDITIONM/’ ( OtfTS, 

UNliKIt IttSM CONDITIONS 


A pproxwuite 
PerrfninQt 


Tiumw (ottu-r tli4n m trial Aeruritv anil Fnlml tin* imp) 2.57 
Dppm'iatum nmi I rpph'tion \ 2’> 

iVyrolt. a2.22 

Horial tWurity Tux** 2 OK 

CpmhJp and Hrrviefen PurrhiuMHl fr**m Othrr* ,'tK.H# 
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For companies less integrated than the United States Steel Cnrpora- 
fion and its subsidiaries the percentage attributable to “Goods and Serv- 
iees Purchased from Others'* would increase and the percentage of other 
components decrease. 


AVERAGE COSTS 

Since the average cost of producing a given ton of steel is the sum of 
the “additional*’ costs plus art amount equal to the “fixed'' costs divided 
by the number of units produced, this “average” cost must necessarily be 
higher than the “additional” cost fur nearly the whole range of operations 
almost to the limits of capacity.'’ 

The components of the average cost of producing a ton of steel art*, to 
a certain degree, largely outside the control of steel producers; wage 
rates tend to be inflexible and lag in adjustment, prices paid for goods 
and services are often fixed by outside agencies as they are in the case of 
railroad rates, interest is determined In factors in the money market, 
taxes are established by lan, and depreciation and depletion charges 
cannot long be disregarded. 

The Dynamics or the Market for Steei 
COSTS AND DEMAND 

The inelasticity of the total demand for steel and the aforementioned 
characteristics of cost in the steel industry place definite limitations on 
the financial ability of the industry' to increase production by decreasing 
prices, Assuming that each l per wit decrease in price would increase 
consumption of steel 1 per cent. a 10 per cent decrease in the average 
level of steel prices prevailing during 1938 even though offset bv a JO 
per cent increase in trie quantity of steel sold, would have increased the 

r In rh<* ewe *>f United Suit's Steel Corporation and its subsidiaries, the average 
mjM of all operation* per um of vtetl shipped. under 1 ‘**8 < tmdittons. would be $55.73, 
pins an amount etpial to 1182,100,000 {the total "fivrd" costs) divided by the nuiu- 
b f id ton# produced. 
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deficit** of the United States Steel Corporation from $8J5Sy57&00 to $52,- 
058,572.00. This estimate is most conservative, since there is every indi¬ 
cation that the elasticity of the demand for steel is not as great as as¬ 
sn mod above. 

Despite this overall price-volume-cost relationship in the industry, the 
potential elasticity of demand for the product of an individual steel com¬ 
pany and the internal problems arising within individual companies 
from this characteristic cost pattern further affect the market for steel. 

Except in periods of high operations, and more particularly in times of 
slack demand, there is a tendenev to cut prices below average costs so 
long as the price for the additional unit sold is above the “additional" 
cost necessary to produce such additional ton of steel The large si/e of 
individual orders and the potential shiftability of hovers of steel in re- 
.spousc to price considerations accentuate such a tendency, particularly 
when, due to the inelastic nature of the total demand for steel, the prob¬ 
lem for the individual producer is to obtain a share of the going business. 
Thus it is that in jieriods of restricted demand, knowing that anything 
above his “additional costs contributes something toward "overhead" or 
"fixed” costs which must be met in anv event, the producer will cut price* 
lielow his average costs if he feels he can obtain additional business for 
his mills thereby. This inherent tendency to cut prices, however, is offset 
to some extent bv the knowledge that competitors will meet priiv conces- 
vions as soon as thev become known. 

PSYCHOLOGICAL FA( tors 

Buyers and sellers of steel react differently at various stages of the 
business tvdr; this is natural in an industry marker! bv large cyclical fluc¬ 
tuations in the demand for its products. In depression the tendency to¬ 
ward price cutting grows as buyers bargain more sharply and sellers 
scramble for what business there is in an effort to reduce deficits mount¬ 
ing under the burden of “overhead" or “lived" costs. In Iretter times buy¬ 
ers are less averse to paving higher prices, and sellers no longer under 
the goad of operating losses are reluctant to make price concessions. 
Therefore, in part at least, cyclical fluctuations in steel prices are attrib¬ 
utable to changes in the psychology of buyers and sellers. 

CHARACTERISTIC PATTERNS OF ACTION BV SELLERS IN THE 
MARKET FOR STEEL 

Tlu* factors mentioned above have resulted in phenomena that reap¬ 
pear each time the steel industry passes through a full cycle in demand,* 

Drfu it aftrr deduction of bond interest, but before Federal income and profit 
Uses acid exclusive of wm-opcrating income and expense. 

s * The pattern outlined I us per baps been o\*T*impltfird since < 1 ) all products do 
not puss through rarii phase of the evdr simultaneously, making the pattern more 
confused dian it appears in this outline; {2 ) the exist ewr of jobbr.rs and distributors 
complu ates the situation with re*pe<t to certain products; { 3i in addition, live human 
factor is unpredictable, making it difficult for businessmen always to rationalize their 
actions as they participate in a highly competitive market 
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In a rifting cycle ax demand increases, average costs in the industry de¬ 
crease as additional units are produced, hut these decreases arc* usually 
soon offset by higher raw material prices, and increased labor and other 
costs. In addition, as already indicated, the psychology of the buyers and 
sellers changes and the industry may feel that the time is propitious for 
an itjcrea.se in prices, not only to cover increased costs, but also to com¬ 
pensate for past losses and to ac cumulate resource** for possible future 
|H*rt<xh of depression. Quite naturally, however, producers of steel do 
not care to take the risk of losing I heir share of business by an increase 
in prices which umv not lx* followed by their competitors/' The natural 
result is that the industry is inclined to wait for some large producer to 
announce higher prices. This natural phenomenon in the rising cycle is 
sometimes culled "price leadership.’ So long as the term is used in de¬ 
scribe a natural phenomenon resulting from factors inherent in the in¬ 
dustry* and involving no collusion or other violation of the anti trust laws, 
there is lit!It* objection to the term. 

In the falling cvcle. average costs increase as demand and production 
decrease, accentuated in part bv the continuance of high wages which 
have a tendency to become inflexible, or in anv event to lag in their ad¬ 
justment to the lower level of production In the early stages of the de¬ 
cline in demand, the industry, aware of the inflexibility of the total 
demand for steel and faced In rising average costs per unit of output, 
naturally is averse* in cutting prices when the* prices they are getting on 
the going business harelv cover their costs. From past experience the 
industry is aware that am weakening of prices le ads buyers to bold oil 
purchasing in the expectation that pricx-s will go still lower Then too, the 
steel producer ui.iv be optimistic about an improvement in general busi¬ 
ness conditions in the near future. However, sporadic price cutting soon 
breaks out spurred by the iudh idu.tl producer's hope of obtaining an 
additional share* of the- going business. Concessions soon become general 
knowledge* in the trade; and while, for a period, sonic* producers mav 
not rare to compete on the basis of these concessions, eventually all pro* 
ducers must meet competition at the going prices. 

Tui lUsrvn Point Mi thou of Qcomm: Dixiyfuko Phkts 

The* basing point method of quoting delivered prices in the steel in¬ 
dustry has developed over a long period of years in response to the fun¬ 
damental economic factors of that industry. Two authorities on the eco¬ 
nomics of the steel industry succmtlv point to the bask* fallacy in the 
reasoning of most critics of this pricing method when thev state that 
"Intelligent appreciation of the pricing problem in the steel industry has 
suffered from a failure of most commentators to distinguish between the 
basing point system as a medium or mere mechanism for the translation 

" not apply wluTr all nipaotv of a ptirticttUf prodmt is hooked substantially 
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of policy into action and the economic roots of that primary policy ft- 

xti*' 

ECONOMIC HOOTS OF THE BASING POINT METHOD 

In quoting prices manufacturers of steel must take certain basic fac¬ 
tors into consideration: (I) The cost of transportation from steel mill to 
destination may be substantial in relation to the value of steel shipped. 
Consumers of steel are interested in the cost of steel at the place where 
they use it. Therefore, most consumers want to know the lowest delivered 
price at which they may purchase the steel they require. *2) Consumers 
of steel are located in different parts of the country and although more 
steel muv be sold in some sections than in others, e ven major markets for 
the same steel product mav In* geographically widespread. (■1) Producers 
uJ steel must locate their plants at points when* raw materials may be 
economically assembled. This confines major steel producing centers to 
a few geographical areas. Modem steel making equipment is large and 
cnmplcv it requires great capital investment and is extremely immobile 
once installed, (*1 ? To insure economical and reasonably stable opera¬ 
tions. stc»! pi'odneers must sell large quantities of steel and since con¬ 
sumers of the group t/f steel products that mav economically l*e produced 
together uu\ be located m dtllrmit areas, the producer must be able to 
quote prices at diversified locations. The extent to which he inay eco¬ 
nomically serve different consuming areas will b<* determined by the 
most economical combination of assembly costs of raw materials, produc¬ 
tion costs ;md the cost of delivering linished steel to important markets. 
i 1 o ) Producers of steed have large “fixed” costs, which must l>e met re¬ 
gardless of th<* number of tons produced so long as operations are con¬ 
tinued. Although these producers realize that the total quantity uf steel 
consumed cannot lx* great I v influenced by reductions in steel prices, 
they do know that the quotation of a delivered price only slightly below 
other quoted delivered prices mav influence the placement of substantial 
orders with a particular producer. Since competition for available busi¬ 
ness is keen, and particularly so when low rates of operation make the 
"fixed'" costs burdensome, a knowledge of the level at which competition 
must be met in quoting print s at a definite location is valuable in pre¬ 
venting completely disorganized markets that might prove disastrous lo 
the industry. 

The multiple basing point method of quoting delivered stiel prices is 
a simple pricing medium which has e volved over a long peril*! of time 
to meet the peculiar character!vtics of the steel industry. It is an open 
price method of quoting delivered prices at diversified locations. Such 
open prices are similar to list prices which may be and are reduced to 
meet competition. As a pricing medium it permit* the consumer to bar¬ 
gain with a number of producers for l>oth steel and service at the lowest 

dc Ohazcau and Stratton, Krofuymfca of the trim and Steel Induniry, by 
Daugherty, d*r Ghazeau and Strattxm, p 578 (M^'.raw-Hill IVa*4c Omipany, IttTT). 
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possible* price and at the point where he needs it. It serves producers by 
permitting them to compete in diversified markets to obtain the volume 
and even flow of orders necessary to economical operations. In essence, 
it provides an orderly medium by means of which consumers and pro* 
ductus of steel may trade to their mutual benefit 

Price Stabilization 
Case IVJ: THE SCLFCIl IX DC ST RY 

The following excerpts are from the testimony of Dr. R. H. Mont* 
grwierw of the University of Texas, presented before the Temporary 
National Economic Committee on Marc h 14, 1939/ 

Impoici a no? or Su iTit and Siurrur Arm 

On. MoNitx>\ff.HY: The best authority that I know in this field in the 
United States lias made this simple statement, which I should like to 
read into the record, just one paragraph, and \crv short: “Sulfuric acid 
is the most basic of all chemical prnduets There is scarcely a manufac¬ 
tured product know in the preparation of winch either of the raw mate¬ 
rial or in the actual process of making the article sulfuric acid does not 
play a part " 

Aitinu Chairman Lchin: Will you ipiote the source of that statement, 
please? 

Die Montcomkuy From Theodore | Kreps* hook on sulfuric acid: 1 
“Sulfuric acid, I believe, is the narrowest and at the same' time most vita! 
I Kittle neck o! modern industry. 1 haw 1 a list here, which will he extended 
in the tables just submitted, indicating the importance in some of our 
basic industries “ 


l vhilnt I 


HVUTiur ,\nn (KxritwsF.n as mv in const \ m > in thi: 
in it to static mr , in inoistkiis, in shoot ions 


Friiiliier . 

MUtt.noo 

Pftinli 1 nnd pign;Hit<- 

w:..noo 

fVf roirtim Milting 

M?io.ooo 

I .xplonvi*?* 

2;to.non 

Chinumi* 

l.nuo.ouo 

siml Million 

ssn.ooo 

(Vi«l |m m 

s<in,ooo 

Textile* 

n 2,000 

lorn and stM 

7so t noo 

At 

400.000 

Otlwr r\»*'Ulturicu*id 

. 1*10.000 


S, 140,000 


Coi^nti. (?n \NTi- and: Doctor, you have spoken of sulfuric acid, and 
we are talking ulxuit a sulfur study. Please relate those. 

Du Montuomehy; Over 70 per cent of the sulturic acid of the United 
States is produced from natural sulfur or brimstone. Approximately 85 

X T«SEC Halting*, Part 5, pp I0S<1 ff. 

* Eccwmic* of tiw Sulfuric \cirl liulustry (Stanford, California Stanford UnJ- 
vmlh Pre*s. Or VS I 
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per cent of all of the sulfur produced in the United States is used in the 
manufacture of sulfuric acid. 

Acting Chairman Lobin. Do vmi have any figures showing the trend 
of production of sulfuric acid from various sources, namely, whether or 
not more or less of sulfuric acid is being produced from sulfur direct? 

Dr, Montgomery: Yes. The fertilizer industry took approximately 
2,000,(KM) tons of sulfuric acid in 1937; petroleum refining, 1,200,000; 
chemicals,. over 1.000.000 tons; coal products, iron and steel, metallurgi¬ 
cal. paints and pigments each took over 500.000 tons. There are many 
others including the refining of gasoline, the manufacture of rayon, of 
cellulose film, most cotton textiles, explosives, winch use large amounts, 
usuallv between 100.(KK) and 500.000 tons per year. 

Sulfuric acid, and back of that brimstone, is probably the most vital 
single military product. or product to In- used in war for war purposes, 
Every pound of smokeless powder manufactured requires 2.3 pounds of 
sullurie acid, every pound of TNT requires 2.2 pounds of the acid, and 
everv pound of picric acid requires 0.5 pounds cal sulfuric avid* 

Tin ( hmuman Have vou testified as to how this sulfur is used. Dr. 
Montg* unerv " 

Dr. Momcomiio : 1 hast*. I entered ;m evhihit showing the entire, at 
least the major uses. 

Thk Chairman: Is it used in its raw state? It has to he transposed into 
acid first 

Dr. Montgomery : I believe it is never used in its raw state About 
■So per tent of it is used as sulfuric acid. The other m various minor uses 
such as for medicinal purposes, hut so far as the sulfur companies art* 
concerned the sulfur is sold as it comes out of the ground: no processing 
whatever is involved to the sulfur eoinpanv. 

Thk Chairman; But so fat as its comtncici.d use is concerned, the 
sulfur content of commodities which are put upon the general market is 
comparatively small, is it not? 

Dr. Montgomery: It depends on the commodity. 

Thk Chairman: We will take fertilizer, for example. 

Dr. Montgomery: In the case of superphosphate fertilizer almost 50 
|ier cent of it is sulfuric acid. To ].000 pounds of phosphate rork is added 
900 pounds of sulfuric acid, and then a few minor factors, water, for 
instance, about 50 pounds, to make a ton of fertilizer. Now in some other 
cast's, for instance in the production of steel and in the production of 
gasoline and in the production of cellulose film, much smaller amounts 
of sulfur are used. 

Thk Chairman; Have you any idea as to what generalization could 
he made with respect to the over-all uses of sulfur? 

Dr. Montgomery: Well* Senator, 1 do not believe any such average 
could be made at all. because certainly it would run from almost 50 per 
cent in the case of superphosphate fertilizer to almost zero in other cases. 

Colonel Chavtla.vd: While in fertilizer the sulfuric acid is 50 per 
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cmt< or 1,000 pounds of phosphate rock to 900 pounds of sulfuric acid, 
how as to the matter of costs of the two, the rock and the sulfuric acid? 

I>it, Monto* stray: Of course, phosphate rock is very, very cheap, if 
stated in terms of tonnage, as contrasted with sulfuric acid. 

CoiXiNEX CiiA.sn AM): So that in the superphosphate fertilizer the sul¬ 
furic' acid is a big element of cost? 

|>n. Montoomkhy: It is so far as the* materials going into the fertilizer 
are concerned; it is by far the most important. For instance, the phos¬ 
phate rock sold on an average last vear at $3.2S per ton. 


Sot'Mf'KS, PlWUWfTtOS, AM) MKTHOftS Ol* PlU)l»l*l INC. Svi.R'Il 

Tilt: Ciiaihman: What are the sources of tli« v production of sulfur in 
its natural state? 

1)h. Montgomery: There are primarily, throughout the past 40 years, 
two sourees. one of them the Sicilian sulfur mines, where sulfur is mined 
very much ns coal or iron is mined in this entintrv. and deposits along 
the Gulf coast in Texas and Louisiana, where the sulfur is mined hv the 
Frasch process. which I shall describe in just a moment 

Now. to answer your (jucstion as to the source of American produc¬ 
tion, all of that comes from two States. 1 exits and Louisiana. 

Tin: Chairman: What is the extent of the deposits, the physical de¬ 
posits? 

l')n. Montgomery: That is very difficult to answer. Sulfur is found in 
its natural state in connection with what we know as the salt domes. 
Then 1 seem to be some 60 or 70 of those on the Gulf Coast. How many of 
them contain sulfur in commercial ijuantities is not known at present. At 
present there air only ft plants producing sulfur 

The Frasch process, patented by Mr. Herman Frasch, a chemist, for 
the Standard Oil Co. in 1S91. involves the forcing of superheated steam, 
steam at approximately 220 ami under tremendous pressure, approxi¬ 
mate) V ft atmospheres, into an inrif deposit of natural sulfur or brim¬ 
stone. The sulfur is melted and then is pumped out of the ground in a 
Inpikl form. The process was not irninediatelx put into use when dis¬ 
covered bv Mr, Frasch liecame of the difficulty of securing fuel for heat¬ 
ing water ami operating pumps 

In 1902 tin- discovery of oil at Spindle Top, Tex., near the then known 
sulfur dcjKwit, gave him a cheap fuel. In 1903 the Union Sulphur Go. 
was reorganized to exploit that deposit, using the Frasch priness, using 
crude oil as its fuel. 

Until 1903 Union Sulphur Co. produced 85,000 tons. The next year 
21.10.000 tuns were produced, By 19QS about SO0.OOO tons per year were 
produced by that one company. and their production stayed at approxi¬ 
mately that figure, sometimes going as high as 1,000-000 tons per vear, 
until the dome was exhausted in 1924. 
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In 1906 the Anglo-Sicilian monopoly became tmmnidouslv excited 
about this new process of producing sulfur. 

The Chairman; Were the deposits in Sicily concentrated as they are 
in the United States? 

I>r Montwjmehy: Not by any means, Senator and the Frasch proc* 
ess cannot be employed in Sicily at all on their deposits. The use of this 
process is determined by certain physical characteristics of the deposits. 
All of the known deposits which have been exploited by this method 
have been between 400 and 1,400 feet under the surface of the ground. 
In the Gulf coast area the sulfur deposit being found is a porous lime¬ 
stone rock formation with an overlay of several hundred feet of what we 
call sea mud. Essentially iu using this process the surrounding ground 
must collapse the rock structure in order to jienmt the extraction of the 
melted sulfur in liquid form. 

In 1900 the Italian Government sent a commission to Ixmisiana to 
study the pioeess of extraction. That eommivsion leported that Union 
Sulphur Co could suppk the American market at a cost of approximately 
10 lire j)ei long ton or about $7.72 In 1900 the Italian Government or¬ 
ganized a consur/io a pfuil of all the sulfur prndiioris m Sieilv. and tlie 
next year an agreement was made bv it with Union Sulphur Co.. known 
as the Consortium of 1907. 


Between this Sicilian trust and the Union Sulphur an agreement as to 
European and American markets was made earlv in 1907. 

The substance of that contract is that the Export Corporation was 
given the North American market with the outlying islands and 50 per 
cent of the European market The price at which sulfur was to be sold in 
the European market was determined by agreement lietween Consume 
and the Corporation. 

The C 'iiairman* : Under the Webb Eomerene Export Trade Act? 

Dr, Montgomery: Yes. 


The Chairman: Of course, the Wehhd'oinerene Act was a statute 
passed by Congress which in effect rejK*aletl the antitrust law so far as 
foreign trade is concerned. In other words, corporations or persons were 
given the authority to make combinations in restraint of trade so far as 
export trade was concerned. 

Colonel Chastkamj: It was a question of meeting what they called 
the foreign cartels, where the Government did back them up. and the 
plea was that we couldn't do much against them unless we did something 
of that sort. 

Dr. Montgomery: From 1906 until 1913. the original Frasch patents 
apparently prohibited or prevented any other company from entering 
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the field The Freeport Sulphur (Jo, was organized in 1908. The Union 
Sulphur Co. immediately sued for infringement of patent That suit was 
ultimately decided in 1919. at which time all of the patents were de¬ 
clared null and void by the Federal circuit court, judge Buffingtons de¬ 
cision, in the Philadelphia circuit. 

In 191.3 the Freeport Sulphur Co. began to produce. Within 2 or 3 
years it was producing approximately half a million tons per year, a large 
enough volume to furnish real competition for Union in the American 
market. However, the war created a tremendous demand for sulfur. The 
use of sulfuric; acid in the manufacture of explosives increased from ap¬ 
proximately 150,000 tons pre-war to 2,700.000 in 1 year, 1918. The War 
Industries Board and the military authorities became interested in 1917 
for fear we wouldn't have an adequate supply of sulfuric acid for war 
purposes. In 1918 they allocated the uses of sulfur, requiring both com¬ 
panies to keep at least half a million tons of sulfur above* ground at their 
mines. In 1918 the Texas Gulf Sulphur Co. was organized, and in 1919 
Ijegan production at Bryan Mound, which is one of the 1 richest deposits 
that has lieen discovered up to the present time. 

Sulfur Piu< k$ 

Dr. Montuommiy; At the end of the war America s capacity to pro¬ 
duce had been trebled. The depression, the slight depression of 1919 and 
the larger depression of 1920-21, reduced the demand for sulfur by more 
than 50 per cent. 

Apparently a price war developed for approximately 1 year, The price 
of sulfur was reduced from $22 a ton, f.o.b. the mines, where it had Iwrn 
set bv the War Industries Board in 1918. to $19 50 a ton, then $14.50. 
then $12.50 per ton In that situation in 1922 the Sulphur Export Cor¬ 
poration was formed by the three companies then engaged in producing 
sulfur, Union Sulphur Co., of Louisiana, the Texas Gulf Sulphur Co., of 
Texas; and the Freeport Sulphur Co , of Texas. 

In 1924 Union Sulphur quit producing, having exhausted their de¬ 
posits, but having a tremendous inventory of sulfur above ground con¬ 
tinued to ship until 1928, at which time Union withdrew from the pro¬ 
duction of sulfur and from the Sulphur Export Corporation, selling its 
stock in the Sulphur Export Corporation to the other two companies on 
a 50*50 basis, 

Com\M. C j(anW hat companies were those? 

|)H. Montuomicry. Freeport Sulphur (Jo. and the Texas Gulf Sulphur 
Co., the two companies agreeing to divide export business in the ratio 
of 50*50, where it has remained with minor exceptions to the present 
time. 

Since 1924 Freeport Sulphur Co. and Texas Gulf Sulphur Co. have 
produced on an average over per cent of the total production in dn* 
United States, 
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Mr. Ballinger: What happened to the price of sulfur at the time this 
corporation was formed; 1 mean, this export agreement was entered into? 

Dr. Montgomery: TIk' price of sulfur, which had declined very 
sharply, was raised to approximately SIS per ton f.o.b. the mines, and 
it has remained at approximately that figure—at exactly that figure—for 
some 10 years down to the present time. 

Exhibit 2 
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(nijOMi. (.ihmum): Yimi mean for flu prune grade. There have been 
reductions tor off-color and off‘grade sulfur. 

Mir Rai usokh. You mean SIS t i ton for sulfur Mild domestically in 
the I'nited States'** 

Dm Mu\T(;o.Nfi:nv: Yes. 

Mr. Bmj iM.i-it: How about the price ol sulfur sold abroad? 

Die MoN n.oMi.nx: It has lieen figured apparently on the pi ice of $18 
per ton f.o.b. the mines plus freight, iusuranee. and othei costs of ship- 
ment. 

1 should like to amend that statement in this wax If might be better 
to sav that the export price of sulfur has been set, as it has, by agreement 
with tin* Sicilian producers, 

(Dr. l.ubin assumed the (hair) 

Arrive. Chairman Lnuv: You said a minute ago that under the agree¬ 
ment with the Sicilian producers, the markets of the world have been 
allocated between the American export group am! the Sicilian producers, 
which means m effect, then, that this export price is applicable only in 
those limited markets, namedv the North American continent and certain 
islands < on tig nous to the continent. 

I)r. Moytuomery. hm mean that $1S per ton f.o.b. the mine? Yes. 
The prices to tin foreign markets are, of course, affected by distance, 
difficulty of shipment, and things of that sort. 

Acting Chairman Lvhin: Under this agreement we liave no foreign 
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markets, I understood you to say the territory has Ixxm divided in such a 
way that the American producers have only the North American Con¬ 
tinent and certain contiguous islands. 

Dr. Montgomery ; Not at ull. We have supplied approximately 75 
per cent of the world market outside of the North American continent. 
The North American Continent and the mil lying islands are retained for 
the American producers exclusively, anil most of the time, 1 l>elieve with 
the exception of 1 year, the Italian market has been retained by the Sicil¬ 
ian producers, but the rest of the world market has been divided with 
the American producers supplying some 75 jht cent of the world market. 

Die Montuomkhy: In addition there has been developed within the. 4 
past 10 years a new process lor extracting raw sulfur from pyrites. The 
patents on that process were obtained by a Norwegian company. l ; or the 
past 5 years the Sulphur Export Corporation ol the United States has 
allotted to the Norwegian company, Orkla Grubc, A.Ik, usually referred 
to as Orkla, approximately 70,(MX> tons per year of its part of export or 
worldonarket sulfur. 

Acting Chairman Lcmn: May I interrupt at that point? Is that sulfur 
being produced under Norwegian patents being produced in the United 
States? 

Da. MoNTmMr.nv: Not at all. 'Hie Texas Gulf Sulphur Co. holds the 
patent on that process for the United States, and I lielieve for the whole 
Western Hemisphere. The Texas Chi If Sulphur Co. has secured options 
on and leases on deposits from which sulfur may he produced, or which 
they think sulfur may he produced in both Newfoundland and Peru, I 
assume from that that the\ hold the patents on the process for the entire 
Western Hemisphere. 

By this contract with Orkla, Orkla is effectively prevented from either 
expanding its own production or leasing patent rights to anyone else in 
the work! outside of the Western Hemisphere. 

Acting Chairxian Lchin: This proportion of the output that has Ihvu 
allocated to Orkla, where is it being produced? 

Die Montgomery: In Norway, and the allocation specifies that the 
sulfur is to lie sold only in Scandinavia and Finland hv Orkla. 

Mic tUm.NOFn: Doctor, I would like to go hack a little bit to the pie- 
tnrr sou have Iknti drawing lure for the committee. Following a rather 
xigorous price war in the sulfur industry, the companies entered into this 
export agreement? 

Da. Montgomery. That is correct. 

Mr BaI-ungiu; And then the price of domestic sulfur wax immedi¬ 
ately raised— 

l)ft \IONTia*MrjiY ( infrrjxwng ); That is correct. 

Mr. Baujnoi:r; And it stood stationary for how many years? 

Da, Mosty.omiry; According to mv records. for the past 17 vears it 
has varied slightly for about 2 of those 17 years, b<‘ing from 1926 down to 
OcIoIht 19&S. The pricse- remained absolutely stationary at SIS per ton 
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except for 2 years. In one of those years die price varied by 3 cents per 
ton from $18; in the other year it varied by 2 cents per ton 

Mn. Davis: Well, now, you stated that there has lieen a break in the 
price, or a sharp decline. What was die extent of that decline, and in 
what year did it occur? 

Dn. Montgomery: In 1919 the price declined, the average price, for 
the ln‘st grade o( sulfur, at the mine about $2.50 jht ton. 

G»LO\a ( JiA.vn.AM>: 11 ie war price luul been what? 

Dlt. MoxTfj)Mtiiv: Twenty-two dollars per ton. lit 19*25 the price 
again declined by approximately $2,50 per ton. 

Mb. Davis: Declined from what price? 

Dn. Montgomery: From SIS per ton f.n.b. the mine. 

Mi*. Davis: Well, now, that was subsequent to the approval of the 
original export trade agreement, was it not? 

Dh Montgomery: Yes; it was. 

Mr l)\vis: To wliat do you attribute that decline in 1925, if you base 
anv know ledge or information? 

Dn. Montgomery: l do not have knowledge from which I could state 
posit is el y at all. 

Mil. Dams. Well, now. when you refer to the price at the mine in dif- 
ferrnt sears mentioned, do von refer tr> the price to everybody, includ¬ 
ing American buyers as well as foreign buyers? 

Dh. Momtoomkry : Whether foreign buvvis get their sulfur at $1S 
f.n.b. the mine or not is impossible to state from the records The price, 
however, does applv to their first qualify of sulfur, the true yellow, pure 
sulfur, to all American buyers, regardless, apparent!*, of quantify or dis¬ 
tance from flu* mine. 

Mu. Trreue Have we ever imported anv sulfur? 

l)n. Montgomery: We imported approximately one -third of world 
production until the opening of the Union Sulphur Oi s mine in Louisi¬ 
ana We were, at that time importing approximately one-third of the total 
Sicilian production. Since 19(H> our sulfur imports dropped. of course, 
immediately, to zero, or almost zero, where they have remained during 
the past '12 years. 

Mb. Trri'KH: In this price war of 1921 there wasn't anv problem of 
competition from abroad? 

lift. Montgomery: None whatever, so far as one can tell from the 
records. 


Mr. Bgaimhij.: As 1 understand it, there vvas a date shortly after the 
war when there was a severe price war in the industry. 

Dr. Montgomery: Yes. 

Mb. Bgaxsmix. At that time an agreement was made with the foreign 
producers which had the effect of stabilizing the price. 

Dr. Montgomery: Yes; in my opinion, tliat is entirely correct. 

Mr. Bgaisdell: In 1925 again a similar situation arose in spilt? of the 
agreement. 
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Dn. Montgomery : Yes, 

Mr. lii.Aismtx; A new agreement w~as then entered into which had 
essentially the same effect of reestablishing new terms of agreement. 

Diu Montgomery: So far as 1 know, there was no new" agreement 
made in 1925 either between the Sulphur Export Corporation and the 
Sicilian producers or between the producers in this country. 1 conse¬ 
quently cannot state as of my own knowledge the reason for the stability" 
of prices from 1925 to the present time. For some reason, the price of 
sulfur after that break in ‘25 became absolutely stationary . According to 
the report made by the Texas Gulf Sulphur Co. to the Federal Trade 
Commission on their request, during this investigation it has not varied 
a penny since '26. 

Vln, Davis: Dr. Montgomery, how long did the variation in prices in 
1925 continue? 

Dn. Mumtmimehy: Apparently for 1 year only. During 1 year the 
break wms great enough to pull the average for that year down by some 
$2 50 per ton. 

Mn. Davis: Do von not think that there was a natural fluctuation more 
or less following the World War of prices in this industry, just as there 
was in nearly all industries—becoming readjusted from war prices to a 
peacetime basis? 

Du. Montgomery: Yes; certainly; plus the fact that this industry, l>r- 
cauxe of the entrance of a new company. Texas Gulf Sulphur (Jo., with 
the largest plant in the industry, with the largest plant the industry had 
ever known, plus the fact that the Freejxirt Sulphur (Jo. had more than 
doubled its production bv opening a new mine, gave us a trebled pro¬ 
duction ol sulfur as against pre-war years, That plus the business de¬ 
pression of 1920. 21, and the slight lecession of '25 may h<> entirely re¬ 
sponsible for the break in price which is indicated. 

On the other hand, it might lx* [minted out that the business depres¬ 
sion from 1929 down to 1939 has not. had that effect. The price of sulfur 
lias not been depressed during the past 10 years. 

Mu. Davis: Has it varied any during the past 10 year a* 

Du. Montgomery: None whatsoever except 3 cents apparently 1 vear 
and 2 cents 1 vear, 

Coionei. CiiAMUMi; Up to what time. 

Dtv Montgomery: Up to October 1938. 


Competing Phopucts 

Coi.omx ( ’.han rt,ANn: Will the chairman bear with me while 1 bring 
out one other point that l think will be informative to the committee? 
That is this, Pvrite sulfur is spoken of sometimes as competitive. Will 
you express a judgment as to when, at what price level, it Ixwmes com¬ 
petitive. and as to the matter of countries producing enough pyrites? 

Dr. Montgomery: Sulfuric acid is produced from three, basically 
three, sources: The brimstone or raw sulfur, which accounts for approxi¬ 
mately TO per cent of the total; pyrites, iron pyrites usually, from wdiich 
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15 to 20 per cent of the total—[ mean within the United States—4s pro* 
dticed; and 10 to 15 per cent produced from mining operations in zinc 
and copper. The price rigidity in pyrites parallels exactly the price rigid¬ 
ity in sulfur. In other words, during those 12 years in which there is no 
variation in price of sulfur there is no variation in tin* price of pyrites. 
Pyrites have to be approximately 12 cents per unit, a unit I believe is 
22.4 pounds of 48 to 52 per cent sulfur pyrites, to compete with sulfur at 
$18 per ton in the manufacture* of sulfuric acid. A price of $18 per ton 
for sulfur f.o.h. the mines is equivalent in competitive terms to a price of 
approximately 12 cents per unit for pviites. This relationship in prices has 
Ix'cti maintained for many years. Just how low the price of sulfur would 
have to he to induce the acid pioducers to change over from pyrites to 
sulfur ! do not know. 1 should think it would he more* accurate to say 
that the price of pvrites is determined bv the price of sulfur 


Cus*r or Pnom (i\o Sn.rrn 

l)n. NfovronMi hy 1 w as asked earlier about the cost of producing 
sulfur in the United States under the Frasvh process. In PUT. the Federal 
Trade (uuimission made two studies on eost of production According to 
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their studv it was then costing Freeport Sulphui Go.. Vf.15 jht ton; and 
Union Sulphur Co.. $5.71 per ton. In 1927 and 1925. Freeport Sulphur 
Co. reported to Moody s Manual that their costs of production were $*f.07 
and $5.71 per ton. In their annual balance sheets, as reported in Moody’s 
Manual. both Freeport and Texas Gulf from 19*29 to 1935 have carried 
their inventory of sulfur above ground “at cost.” i have divided this fig¬ 
ure by the companies' reports of their sulfur inventory as of Decemlwr 
31 for each of the 10 years. According to this computation Freeport Sul¬ 
phur Co.'s costs have varied from $5.04 to $R,79* a 10-vear average of 
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96.13 per ton, Texas Gulf Sulphurs costs have varied by this computa¬ 
tion from $5,1# per ton in 1937 to $6.22 per ton in 1933; for a 10-year 
average of $5.64 p*r ton. In my opinion these represent the best figures 
we have available on cost of production. 

Question 

1, What factors accounted for the price policies of the sulfur industry in 
the years preceding 1938? 

Case JV-5. tS'DVSTMAL PIUCISG POUCIES IS PEHIODS OF 
I VLL EMPLOYMUST 

At the Economic Institute on Pricing Problems and the* Stabiliza¬ 
tion of Prosperity, conducted bv the Chamber of Commerce of the 
United States in Washington, I).(... on September IS. 1947. Dr. L. S. 
Mason, of Harvard University spoke* on pricing policies of large 
industrial companies. Excerpts from his address, entitled "Competi¬ 
tion, Price Policy, and High-Level Stability/’ follow/ 

It should require no extended argument to demonstrate, nor statistical 
material to illustrate, the* fart that flic prices of industrial products are 
relatively stable. This is, of course, as true of the downswing of the cycle 
us it is of the upswing. Here we are concerned with the behavior of prices 
in the present period of more than full employment. It is not the juices 
of iron and steel, petroleum products, heavy chemicals, aluminum, glass 
or other items produced in the highly concentrated industrial sectors n! 
the economy that have led the wav in the present upswing of prices hut 
rather grains, poultry and dairy products, textile fabrics lumber and 
other items produced in what we arc accustomed to call competitive 
markets. It is not the prices of motor cars as v»ld bv the "frig tluee" that 
have soared out ot sight hut rather the prices ot so-called used cars sold 
on more competitive markets. And when the output of the* concentrated 
industries has risen in price the cause of the rise in price is. as Iikcl\ as 
not. to he found in substantial wage rate increases. 


Mow why is it that the prices of goods in the heavily concentrated 
industrial sector of the economy are relatively stable or inflexible both 
in the upswing and the downswing ot the cycle? It would lu* impossible 
to answer this question in satisfactory fashion without examining the 
structure of particular industrial markets but there are certain character¬ 
istics common to all or most of the industries here under considerations 
that go far toward explaining this phenomenon. Among these eh a meter- 
istU’x I should consider the following to have sjrecial importance: the 
tendency of variable costs per unit of output to be stable with respect 
to changes in the volume of output: the existence of possibilities of ex¬ 
panding sales through advertising or product changes without resort to 
price inducements; price policies which of necessity take account of the 
1 Reproduced by permission. 
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probable price reaction of rival firms; a traditional concern with anti-trust 
policy which forms part of the peculiar sensitiveness of large firms to 
adverse public reaction. 

If you will permit this oversimplification, what we may think of as a 
typical industrial market situation is one in which three or four large 
firms account for a high percentage of the total wiles of the industry, in 
which these firms enjoy some substantial opportunity to use non price 
competitive techniques, a situation in which they typically regard their 
v ariable costs as constant with respect to output and finally a situation in 
which the firms are sensitive to the possibility of adverse public and legal 
action. In markets of this sort there is a strong tendency toward stability 
oj price* ewer the* cycle. 

By way of contrast, in agriculture, in many branches of the textile in¬ 
dustry, lumber and elsewhere the course of events during a cyclical up¬ 
swing seems to lie about as follows: an increase* in demand leads to an 
increase in price which is almost immediate unless stocks are unusually 
large The increase in prices is followed hv ait increase in output but at 
costs which soon begin to rise Costs rise both because of a resort to 
higher cost sources to supply and because higher price's have to In* paid 
lo attract resnurevs including labor into the industries in question. The 
sequence of events seems to run from demand to prices to costs, r fhis 
sequence is well illustrated by the relationship U*twcen these variables 
in competitive fields of enterprise* during the war. 

In the area of large-scale enterprise, however, the sequence of cost- 
price relationships appears to run in the of bet direction. An increase in 
demand will be followed bv an increase of output accompanied by no, 
or a mt\ small, price increase. This situation may persist for an increase 
that carries output nearly to capacity operations depending largely on 
what happens to material prices or to wage rates. In the absence of sub¬ 
stantial changes in material prices or wage rates, variable costs per unit 
of output remain constant or rise very slowly, and since overhead js 
spread over an increased volume average costs decrease and [unfits in¬ 
crease markedly. Under these circumstances the impetus to u price in¬ 
crease seems mainly to come from the costs side, i.e . from an increase 
in material prices or wage rates. The increase in materia) prices, in turn, 
is likely to Ik* significant depending on whether these materials arc pro¬ 
duced under competitive conditions or in the large enterprise sector of 
the economy. 


In the markets now under discussion then* is one or a small number 
of firms each so largo, relative to the total market, that a variation in its 
volume of sales will have price effects that must l>e taken into account. 
How they are taken into account constitutes the core of what is cus¬ 
tomarily calk'd price policy. 

To have a price policy implies that the price at which a firm sells is 
not determined exclusively by market forces outside its own control. The 
possible courses of action open to the finn confronted by this situation 
are numerous. Recognizing thAt, under existing conditions, increased 
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volume can not be obtained except by price reductions, the firm may 
trv to change tl*ese conditions by increasing advertising expenditures. 
The firm may also attempt to increase sales without reducing prices by 
one or more of a large category of possible courses of action that are 
usually described as non-price competition. The term price policy, as I 
am using it here, embraces the whole range of devices by means of which 
the firm attempts to influence its volume of sales within the limits of the 
basic demand and cost conditions which lit 1 outside its control. 

Even if it is impossible to influence sales without resort to price 
changes it by no means follows that price changes will he made. In 
markets dominated by a small number of sellers any given firm, Iiefore 
changing its price, will have to take account of how its competitors are 
likely to react to this price change. If a price cut is met by rivals the 
firm mav gain little* volume and actually lose revenue by the price cut. 
If a price* increase is not followed the firm may lose largely both in sales 
and revenue. Under these circumstances the firm may be well advised to 
leave its price unchanged. 

This situation seems, in fact, to l>e typical of many industrial markets 
during most of the business cycle. In the absence of substantial change 
in material prices or wage rates the volume of sales can and does increase 
without any marked change in prices. A price increase is not necessary to 
induce increased volume since variable costs seem to be fairlv constant 
with increasing volume pretty much to the limit of designed capacity. 
As output increases toward this limit no firm increases its price for fear 
its rivals will not follow. Likewise, as output falls, variable costs per unit 
arc relatively unaffected. And no firm reduces its prices because a price 
cut is likely to be billowed by all firms. Meanwhile a very active competi¬ 
tion of a non-price variety may well be in process. Admittedly this is an 
oversimplification of the situation but it seems to hold true in many in¬ 
dustrial markets. 

The type of market structure that produces a high degree of price 
.stability over the cycle is neither predominantly monopolistic nor pre¬ 
dominantly competitive. It exhibits a blend of inonO|HiJv and competitive 
elements anil it is the particular nature of this blend that results in the 
tendency toward price stability. If these markets were either more com¬ 
petitive or more monopolistic it seems likely that prices would respond 
more sensitively to changes in demand conditions than in fact they do. 
If they were more competitive the individual seller would not be con¬ 
cerned with the question whether his rivals would meet a price increase 
or deereuse. If these markets were more monopolistic the firm would 
either have no rivals to take into account, or if there were rivals, re¬ 
sponses to changed market conditions would Ik* governed by under¬ 
standings or agreements among the firms. As it is, there is sufficient mo- 
nopolv influence in these markets to prevent price cutting when demand 
recedes There is also enough eointwtitton both to resist price increase 
in response to increases in demand and to lead to an active cultivation 
of non-price forms of rivalry. 
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Up to this point we have discussed industrial price stability with ref¬ 
erence to monopoly and competitive elements in the market. It would 
he unwise, however, to take leave of this subject without rtHX»gui/ing 
the substantial influence that public attitudes and public policy liavc on 
industrial prices. The large scale firm in the American economy is in a 
highly vulnerable political position. The antitrust mentality is deeply 
ingrained in the American people and the antitrust laws are merely a 
legislative embodiment of a profound suspicion of business xi/.r. The 
public reaction, therefore, to a rapid increase in industrial prices is apt 
to he very different than to a comparable rise in agricultural prices or in 
the prices of other products of small enterprise The management of 
large firms, the leaders in particular industrial fields, are as well aware 
of this a> anyone else, and the probable effect on public relations of a 
sizeable price increase is certainly taken into ueenunt It would lie dilfi- 
i nit to explain the behavior of certain industrial prices at the present 
juncture without resorting to this kind of consideration. Ortamlv petro¬ 
leum puces and the prices of a number of other products could be raised 
h\ the leading firms without anv loss u! business to rivals. That such 
prices are not raiser! is to he explained bv semi-political considerations 
i ithei than hv the c< unumu elements of market structures. If anyone 
doubts the importance of this influence in the United States let him con¬ 
sider the behavior of industrial prices in a Latin American country, say 
\rgenfina or Rra/.il. in tfit' face of the inflationary pressures that now im¬ 
pinge on tins country. 

Otis rioNs 

1 I>\ consulting the Statistical Abstract of tin I 'tiilcri States select three 

wholesale and three retail price series, for the years LMS-50 which 
display relative stability. From what von know of the industries con¬ 
cerned, vvhv have these prices remained stable? 

2. Select three wholesale and three retail series for the same period which 
have shown marked increases. In what respects do these industries 
vary from those selected in (Question J v 
3 ‘ In the absence of substantial changes in material prices or wage rates 
variable costs per unit of output remain constant or rise very slowly ; 
and since overhead is spread over an increased volume, average costs 
decrease and profits increase markedly What condition* account for 
this sort of cost liehavior in highly concentrated industry? 

Price Cutting. 

Cane IV-6: XASH KELY1SATOH COM'OHATIOS 

During the early months of 1940 a major change in pric e structure 
occurred in the electric refrigerator industry In the second week of 

* MatrnaU f«*r thi« case arc denn-d from T \' F C \fuw>graph Mu l «.Tflth Owg., 
3d Sf'sv.i, Price Be Junior atui Hwtincw Polity 'Washington, I1C; (.m eminent Print- 
ing Office. lW, pp i 00-04 
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January the Nash-Kelvinator Coqxjration presented its 1940 models 
at prices which were substantially lower than its 1939 quotations. 
In the announcement accompanying these reductions, prominence 
was given to a 6-foot stripped model offered at a retail price of 
$119.95 delivered east of the Rocky Mountains. This was the? lowest 
price ever rpioted for a comparable model by any leading manufac¬ 
turer utilizing the traditional w holesaler-retailer system of distribu¬ 
tion. The other leading companies had earlier announced prices of 
$129-$ 194 for competing lines and the large mail-order companies 
quoted prices only slightly below $119.95 for their 6-fnot stripped 
models. 

This ac tion by the Nash-Kelvinator Corporation precipitated a 
wave of similar reductions by com |H*ti tors, General Motors, (General 
Electric, and Wextinghousr cut prices on comparable* 6-foot stripped 
models to $114.75, delivered in the /one nearest their respective 
plants. In each ease* this involved substantial reductions below the 
prices which had lx‘on previously announced for 1940. 

Companies which hud Imhmi selling at levels below those of the 
"Big Five" also lowered prices. 'Hie Croslev Corporation reduced 
the price of its 6-foot stripped model and also cut the prices of its 
other models. Sears, Roebuck offered its 6-foot stripp'd model at 
$59.95 and reduced the price of its dr luxe 6 foot model from $139.50 
to $129.50. 

To meet these new reductions, Nash-Kelvinator in turn an¬ 
nounced another 6-foot striped model for $114.75. Some of the 
other leading companies thereupon cut prices further to $112.75. 

Changes in price structure were made sirnultuncouslv. The Nash- 
Kelvinator Corporation discarded its former zone system and sold 
refrigerators on a delivered basis anywhere east of the Rockv Moun¬ 
tains. The Norge division of the Norge-VVarner CorjHxation offered 
an all-porcelain refrigerator at $159. 95, a price which was consider- 
ablv below that of other all-porcelain models. The Rhilco Corpora¬ 
tion presented a 7-foot refrigerator retailing at $119.95, instead of 
the usual 6-foot model. For most companies the widest price reduc¬ 
tions wen' for the 6-foot model, which sold for between $112.75 and 
$114.75. On other 6-foot models and on 5-foot models reductions 
from 1939 prices were considerably less. 

The electric refrigerator industry experienced its major growth in 
the two decades prior to 1940. In the experimental period, while the 
product was 1x4ng developed, costs were high because of lack of 
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standardization, coupled with a low aggregate volume of output. 
Prices were correspondingly high, and sales were confined to the 
limited group which amid afford the luxury of experimentation. 
Gradually the product became relatively satisfactory, manufactur¬ 
ing methods were standardized, and prices fell in anticipation of, 
and partly as a result of, the introduction of mass production. The 
product passed out of the class of curiosity and obtained a wider 
market. Sales expanded rapidly, as nunc and more consumers re¬ 
alized tin* convenience and desirability of electric refrigeration. 
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Exhibit 1 indicates ttiat the |>eriod of most rapid price decline* 
was from If>27 to 1932. The period of most rapid sales expansions, 
on the other hand, came from 1932 to 1937. Evidently. the stimulus 
to salt's caused bv the decline in price was somewhat delayed by the 
depression of 1929-32. After 1932. prices of refrige rators remained 
fairly stable to 1940. 

Distribution of the product among families in the* upper- and 
middle-income brackets reached a high level bv 1937, Although the 
mnnlxT of wired homes was also increasing in this period, the per¬ 
centage of wired homes having electric refrigerators showed a 
marked rise. The market for refrigerators, as shown in Inhibit 2, 
was becoming saturated. One result of market saturation was evi¬ 
dent in the different effects on sales volume experienced in two 
periods of business decline. The average nunilier of units sold in 
1932-33 was 17 per cent above* tin* ntimlwr sold in 1929, when 
saturation was only 9 per cent. Between 1937 and 193S, on the other 
hand, sales declined 46 per cent, starting from a saturation level in 
1937 of 49 per cent. 

In the downswing of the cycle from 1929 to 1932, price competi¬ 
tion was especially severe. In 1931-32 a price war carried the retail 
price of some boxes to under $100 retail From 1932 on, less attention 
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was given to price, and more stress was plated upon the develop¬ 
ment of efficient, modern-styled equipment. Prices among com¬ 
panies were fairly uniform, and, in general, price competition was 
not emphasized. By 1938, prices quoted by the leading electric re¬ 
frigerator manufacturers, with true important exception, had ap¬ 
proached a degree* of almost complete uniformity, as is shown by 
Exhibit 3. Altogether, the concerns listed in this exhibit controlled 
SO per cent of the total sales of electric refrigerators. The one im¬ 
portant exception to the pattern of price uniformity was the Cold- 
spot refrigerator, produced by Scars* Boehm k. 
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In the curly period of expansion of the refrigerator industry new 
concerns entered the business freely. In the depression of 1929-32, 
which followed this period, high mortality occurred among the 
smaller companies. The Electric Refrigerator Sews in Max. 1933, 
published a list of concerns which had ceased manufacturing electric 
refrigerators. Of 250 producers in the industry in 1932. only 75 re¬ 
mained in 1933. 110 had gone out of business, 41 could not be 
reached by mail, and 24 had Ik'cii absorbed hv other manufacturers. 
This high mortality reflected in part the stress of the depression for 
all business companies, but more particularly it foreshadowed the 
approaching maturity of the electric refrigerator industry, with a 
wmling-out of weaker firms. B\ 1937 the industry's production was 
concentrated largely in four companies, as indicated by Exhibit 4. 

The eoqxnations surviving the depression—especially the large 
firms—invested heaxilv in research and experimental activities. 
Modem .waled units* for the refrigerant were introduced by the 
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Exhibit 4 

(XWCKXTRATIO.V OF CONTROL OF MARKKT FOR DOMESTIC 
KUX.TKIC RKFIUOKHATORH, 1937 
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majority of manufacturers: streamlined refrigerator cabinets were 
perfected: economical methods of insulation were devised; and great 
advances were made in improving internal features of the refrig¬ 
erator. 

At the same time, sales effort was intensified, not only hv manu¬ 
facturers and dealers but also hv public utilities, which sought to 
expand the demand for electrie current. House-to-house canvassing 
and demonstrations of the product became a common practice. 
Manufacturers sought for and developed new markets. This required 
new* distributors and more outlets Tins movement toward the ex¬ 
tension ami expansion of distributive outlets was aided by estab¬ 
lished retail stores of various kinds. Furniture stores, hardware 
stores, music stores, automobile accessories shops, and department 
stores seized the opportunity to handle refrigerators. The largest 
group of outlets, however, was the electrical specialty stores. 

Prior to 1931, most manufacturers presented relatively few models 
and styles. After business recovery lu*gan in the spring of 1933, the 
numl>er of price lines increased. Instead of showing only three or 
four refrigerators, as was the case in 1929, by 1935 the average 
dealer was able to present to the prospective customer eight or ten 
distinct lines. After 1932, when efforts to expand the market were 
intensified, small 4-foot refrigerators were intnaluccd to attract low- 
income consumers. Later the stripped mode! in the 6-foot box be¬ 
came the most popular size. This model was used especially in leader 
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Exhibit 5 

mSTRlBimVE MARGIN FOR ELECTRIC REFRIGERATORS, 1MS 37 
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selling, where storeys attempted to influence the consumer to buy tie 
Inve models at higher price's. 

Throughout this period, dealers' margins, as indicated in Exhibit 
5, remained fairly constant percentagewi.se, hut. with the deeline in 
retail prices, the* dollar margin dropped. But costs of distributing 
electric refrigerators remained at high levels. The one important 
exception to these high costs of distribution was marketing through 
mass distributors. In Kxhihit 6 the distributive margins of regular 
channels and mass distributors are compared. 

Up to 1938 replacement sales accounted for less than one-fifth of 
die total market. As sales expansion and market saturation pro* 
ceeded, however, it became evident that the demand for electric 
refrigerators was coming increasingly from replacement (sec Ex* 
hibit 7). Under these conditions, sales were influenced strongly by 
three factors: durability, obsolescence, and trade-in allowances. In 
Exhibit 8 the increasing durability of refrigerators is shown. Ob¬ 
solescence as well as absolute durability was a determining factor 
in replacements; to some extent, owners of refrigerators were influ- 
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enccd to buy new models which had technical improvements, but 
the effect of this factor was much less than in the case of automo¬ 
biles. Finally, the cost of making a replacement was determined not 
only by the price of a new product but also by the trade-in allow¬ 
ance granted by the dealer on the old piece of equipment. While 

Exhibit 7 
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the acceptance of trade-ins in the refrigerator market l>ocame in¬ 
creasingly ctimmon up to l ft Vi. it had not reached the proportions 
found in the automobile market. Exhibit ft shows the growth of 
trade-ins up to lftVv 

It was clear by lft40 that the electric refrigerator industry had 
come to a critical turning point as a result of the increasing satura¬ 
tion of a substantial portion of its market, particularly in the more 
prosperous sector of the population. There was abundant evidence 
that the initial period of rapid technologic development, aggressive 
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price reductions, and vigorous growth was rapidly approaching an 
end. The decision bv Nash-Kclvinator to cut prices, in January, 1940, 
however, led to immediate resumption of price competition by the 
industry. Sales of electric refrigerators during the first quarter of 
1940 totaled 814,000 boxes, as compared with 611.000 for the same 
period in 1939. 

Accompanying the price reduction on the stiip|>ed model was a 
policy adopted bv Nash-Kclvinator. advocating the salt 1 of higher- 
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priced models wherever possible On March 27. 1940, the company 
addressed the following communication to its dealers: 

Yes; the evidence is pouring in—and it proses the soundness of Kel- 
v major's 1910 program Look at the chart showing the p**rrentage of 
Kelvin.itors sales bv models and prices, and then compare these facts 
with vour own sales. The evidence shows clearly that kelvinatoi dealers 
are selling higher-priced merchandise. 

Those who sell kebinator have more than a silling plan . . . they 
ha\e a working selling plan. And it is working because it was carefully 
planned months ago with logical and easy-to-sel! step-ups between mod¬ 
els. There are low-priced models for the vast low-income market 
and beautiful, full-featured model* i including the new "Moist-Master 
controlled humidity system) specifically designed to get the rapidly 
growing replacement business. Throughout Kclvinator s line of sixes 
and eights the salesman can step up sales because plus features in each 
step ofler visible and provable added value to the customer. 

79 H per cent of the Kelvinatoi volume is in refrigerators with the 
greatest margin, the greatest gross dollar sale. Hie average unit sale* 
price is better than $180.00. 

According to this advertisement, field reports received by the 
company up to March 19 showed that actual sales of the various 
models were in the following ratio: 
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Questions 

1. Was the policy of price cutting adopted by Nadi-Kclvinator in the 
spring of J940 a desirable one? 

2. Would it have been desirable to make equal price n-duetinns for all 
models in the line? 

ft. What effect hud the oilier sales policies of the cornpam ? 

4. In what wav wouhl the price policies appropriate to 1929 require ad¬ 
justment to meet the conditions of 19*10? 

Differential Pricing 

Case /V-7. AMERICAS AlliUSES . ISC 

The years 1947 and 1948 were unprofitable one s for most air-line 
companies in the* United States. In the* former year, operating losses 
of sixteen domestic trunk line carriers amounted to $21.02-5,721, and 
in 1948 losses were $3,288,977/ Although passenger traffic on the 
air lines held up much better than on competing forms of trans¬ 
portation. the passenger load factor' declined abruptly from almost 
82 per cent in 1946 to less than 61 per cent in 1948 i see* Exhibit 1). 
Actual volume* of passengei traffic* remained about the same. The 
decrease* in load factor was caused In an increase in capacity, more 
route miles being flown with larger planes. 

In the profitable* war years it was possible* for the domestic air¬ 
line* companies to reduce* basic fares to low’ levels. In response to 
an order of the Cavil Aeronautics Hoard of March 3, 1943, the Big 
Four—American, Eastern, TWA, and United—adopted a system- 
wide uniform base rate of 5.5 cents per passenger mile. Believing 
that the* |K>stwar period would bring general expansion in capacity 
and revenues, many carriers made further reductions, until the 
general fare level dropped! to 4.6 cents per passengcr-inilc in 1945. 
Failure of increased revenues to result from these fare reductions, 

‘Civil Aeniiuiutius Ifamrd, /tort trrrnt Rcpi*rt* ,*/ fimjnria/ Data, Trunl Lint Do- 
misfit Ait Mail Cofrttn- JW4S \ Wusbinj^mi, D.C*.: Coumwnt Printing Office. 1&49). 
J Ri’vpwh' pnyirngrr-nMlrN divvied by th<* number «f *cat milt-* flown. 
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after 1945. Bv the spring of 1947 the Big Tour filed lor higher rates, 
which increased the ha.se lrom 4.0 cents |»er mile to 5.1 cents jut 
mile, a 10 per cent increase, (.'outinning financial losses led to an¬ 
other 10 per l ent increase in fares in December, 1947. Despite these 
sharp increases in the price of ail travel, losses continued, and a 
third round of increases was adopted In most carriers in the fall 
of 1948. 

Although there was general agreement among the major air-line 
companies as to the desirahilitv of these rate inc reases, some execu¬ 
tive's began to have* misgivings about the continuing decline in load 
factors. As a result, there was increasing use of lower lares for special 
classes of traffic, and this served to reduce the average fare at which 
passengers were carried. 1 

■ Ciureming this situation. Mr. \\ . \ VaUiTwm. pn^idrnl, United Air Limn, 
testified before the Senate Omiimtter on Intmtalr and !*or< »fl[n Owtrnmi', Washing¬ 
ton. Mav 9, 1949, as follows. “Then was disagreement among* Hi#* airlines, with in- 
eieasjng trends toward lower fares and di^ *mntv j short jiwrrrp*!, Untied at¬ 
tempted to hold it* long distance fare* at a point higher lion competition. but was 
unable to continue" (iiuoted in Frederick W. Gilt and Gilbert L. Bate*. Airlift# Com* 
petition [ Boston Graduate School of Biuukki Admhriftaation, liars »rd University, 
19491, p 4«l). 
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Special rates in the transportation industries were not new: for 
years the railroads had used them for excursion traffic, round-trip 
fares, and in other forms. Prior to the war the air-line industry also 
employed special rates, chiefly of three kinds: round-trip fares, dis¬ 
counts to government employees, and discounts to businessmen 
under the Universal Air Travel Plan. The latter plan was designed 
for regular business travelers and offered a 15 per cent discount over 
the basic one-way fares. The plan consisted in establishing an 
account with an air-line company, depositing the sum of $-425 in the 
account, and drawing against the account, at discounts of 15 per 
cent, for ticket purchases. Periodically, the customer was hilled for 
an amount to replenish the account. In addition to tin- three prin¬ 
cipal forms of special rates, there were some excursion rates, and in 
the winter of 1957—'58 a “wives-free" plan was inaugurated to im¬ 
prove load factors. It was discontinued in the spring of 195S 

After the war there was opposition on the part of most companies 
to the restoration (if sjx cial rates. In 1945 a 5 per cent round-trip 
rate was adopted but was discontinued bv all carriers after being in 
effect only a month or two, as it was generally agreed that the high 
level of traffic at that time made rate concessions unneedrd. Dis¬ 
counts for government employees and the Universal Air Travel 
Plan were not revived after the war. 

In the summer of 1948, with decreasing load factors, the air-lines 
industry renewed discussion of the round-trip discount. At this time 
the American Airlines was opposed to reinstatement of the round- 
trip rate. The chairman of tire board of American Airlines stated, 
with reference to the round-trip rate that, in his opinion, it was “an 
outmoded system of selling, one originally sponsored bv the rail 
lines and adopted bv the airlines lonlishlv without mature consider¬ 
ation of the problem. 11 we sell a one-way ticket for $100 and permit 
a discount of 10 per cent for round trip, the cost of the journey is 
$180. If we are willing to sell two tickets, to the same person, for 
$180, we art* in favor of selling one to the same person for $9(4, for 
that permits us to advertise a lower fare level. . . . We are in favor 
of the railroads* maintaining their present practice' for it gives us 
sales and advertising advantages.”* Despite this expressed opjKisiticm 
to lower round-trip rates, American was forced by competition, on 

* 1,1*0ft Mr C! H. Smith. ctutirmun «»f thr board, \rmTk;ui Airlmev Itu., to 

Ovtl Aemniiiitii'S Board chairman. J^vcph J. (YQmiirH, Jr , Scptomtar 2, 1948 
(ipinH'd bv 1 «tll a ml Balt's, op. C(i., pp 40^T0 ‘. 
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September 15, 1948, to offer 5 per cent discounts on round-trip 
fares. 

In August, 1948, load factors on main routes of American Airlines 
were especially low on earlv days of the week. Load factors on 
Monday, Tuesday, and Wednesday flights ranged from 48 to 55 per 
cent. On September 13, therefore, with the approval of the C/A.B. 
for a three-month test. American Airlines introduced a family-fare 
plan. When one person bought a full-fare ticket for Monday, Tues¬ 
day, or Wednesday travel, other members of the immediate family 
could travel at half-fare. Travel under this plan reduced plane fares 
below first-class rail fares. 

As a result of these special rates the first-ol-the-week load factor 
rose above earlier levels, without bringing any decrease in traffic on 
other days of the week. The following oj>eratmg data summarize 
these results: 
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fiulrr the plan 8.898 group sales, involving 7,837 half-fare tickets 
had been made in October. Full-fare tickets under the familv plan 
totaled 7.001,418 revenue passenger-miles. while half-fares amounted 
to 7,447.5.3.5 revenue passenger miles/ 

The C..A.R. granted an extension of the trial period and. by June, 
1949. ten of the sixteen domestic trunk lines had adopted the family 
discount. Not all carriers believed that this or other forms of special 
rates were desirable. In his Annual Report to the Stockholders for 
1948, Mr. W. A. Patterson, president of United Air Lines stated: 
"Your company, while insistent that the product already was priced 
too low. had to meet competition, A 10 per cent premium fare* on 
IXl-6*s was eliminated. A 5 per cent round-trip discount was 
adopted. Next came a 'family plan' under which members of a 
family could travel under reduced rate's on the first three davs of the 
week. The outcome of it all was a net increase of only 2 per cent in 

* Mtrvf dewnrstu air Imc* tkww! a !<rv«t m total pawn^cr traffic from August to 
October. For »U air lines hot Amt-wan. jwmrngct n-wwiw rin-Urwd from $25,000.- 
900 in August to $25,700,000 m OtloU-r, and rc-venuc pavs^ngcr-rniU* fwm 440,000,- 
000 in 410,(XX),000, AmmranV per jnwwnp-r-njilf was 5.76 cent* in August 

amf 5 52 cents in CXlobcr 
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United's passenger revenues* or $5,000*000 per year less than the 
amount originally sought" (quoted by Gill and Bates* op, at., p. 
413). 

In addition to redticed fares for some classes of traffic, air lines 
generally adopted premium fares for traffic on the new DC-6 s and 
Constellations, which were introduced in 1947, The practice of 
charging supplements was bused on the greater speed and comfort 
of these types of aircraft. In the fall of 1946* however. American 
Airlines removed its premium charges, forcing competing lines also 
to remove their supplements. 

pVKsnoxs 

1. Do the comparative operating data for August and OetofwT, 1948, 
demonstrate the desirability of the reduced family fare introduced by 
American Airlines? What other factors would you consider' 

2. Do voii agree with the position of the chairman of the hoard of Ameri¬ 
can Airlines regarding the round trip discount? What differences, if 
any, are there between reductions for round trips and reductions for 
family travel? 

3. (ienerallv. what conditions would justify lower rates for special classes 
of travel? 


Casr IV S STAXPABD BBAXPS. IXC 1 

On November 21. 1936. the Federal Trade Commission issued a 
complaint against Standard Brands, alleging that the respondent’s 
scale of differential prices for bakers’ veast constituted illegal dis¬ 
crimination in price. The complaint was brought under Section 2 
(a) of the Clayton Act, as amended (i.t\, the Rohinson-Patman 
Act), 

Standard Brands was a consolidation of the former Fleischmann 
Company and a nunilwr of other companies in the food field. In 
1930 it was the largest manufacturer of yeast in the United States* 
enjoying between 55 and 65 per cent of the total yeast business. It 
produced approximately 120,000.000 jxuimis annually, of which 10- 
12 per cent was foil yeast and the remainder was bakers' yeast. 
Among the largest competitors of the company were: Anhouser- 
Busch Co.. St. Louis; National (.rain Yeast Co.. New York; Red 
Star Yeast Co.. Milwaukee; Consumers Yeast Co., San Francisco; 

1 TV (net* omtaUH'0 in this caw havr Von drawn rbieSv from 39 F.T.C. 121 
(1939). 
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and the Federal Yeast Co., Baltimore. Standard Brands operated six 
factories located, respectively* at: Feekskill, New York; Chicago; 
Pekin, Illinois; San Francisco; Stunner, Washington; and Washing¬ 
ton, D.C. 

Yeast, as used in baking bread, is a necessary leavening ingredient. 
A pound of yeast is required in the manufacture of from 75 to 125 
pounds of bread, depending upon the particular tvpe of dough. 

Tlie yeast, all of which was of like grade and quality, was manu¬ 
factured daily at the company's six factories. Bakers' yeast was 
molded into 1-pound and K-pnund cakes, wrapped, and then packed 
in 50-pound cartons. Because of the perishable nature of the prod- 
uet. prompt delivery was essential, and, to accomplish this, the corn- 
pans maintained 444 agencies so located geographically throughout 
the country that the yeast would reach these agencies by common 
( .irrier within 24 hours after its manufacture. At the agencies there 
were relrigerated warehouses maintained exclusively for the storage 
of coast. Hen* the yeast, still in 50-pound cartons, was placed ujwm 
companN-owned trucks, Operating over 1,300 routes, this wagon 
distribution system brought the veast to some 25.(MK) c ustomers in 
all parts of the country. In addition to the so-called "jMTsonal de¬ 
livery" sales of \ east to bakers, a small amount of bakers' yeast was 
shipped to customers bv common carrier* and a still smaller amount 
was sold to grocers foi resale. 

In the delivery of the yeast, the driver-salesman was accustomed 
to take daily route sheets made up at the agency headquarters, call 
on customers named therein, leave the amount of yeast they re¬ 
quired, and either collect the cash or take the customer's receipt ac¬ 
cording to his instructions. Charge* customers who receipted for the 
yeast were billed direct!v by the agency at the end of the month. 
Driver-salesmen solicited business from new and reclaimed pros¬ 
pects, hut other salesmen were employed by the company as solici¬ 
tors to sell its products. Where the quantity to 1 m* delivered to a 
customer was less than 50 pounds, the original cartons were broken 
by the driver-salesman. With the exception of a few wholesale routes, 
yeast was delivered from the same truck to lioth large and small 
customers. Many of the routes operated from the agencies were ex¬ 
clusively bakery routes, while others, so-called "unified routes/* cov¬ 
ered yeast and other products sold by the company. There were also 
a number of routes devoted solely to grocery products. 

In addition to hakers’ yeast the company sold many other prod- 
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ucts which were grouped into two principal classes—bakery prod¬ 
ucts and grocery products—as follows: 


Htiktry f'rutiurt* 

Hulk product# (iiicliiiiitift itrkwly, 
tiinmiiU, /rofi’rt «•*#*, find 
fcriimlnid) 
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The company required no written contracts with its customers, 
and then* were no commitments which could not he terminated by 
either party at will. However, us a general practice, customers who 
paid less than 25 cents per pound for yeast and who purchased all 
their requirements from the company were obligated to purchase 
definite quantities monthly, in order to secure the yeast at more 
favorable prices. 

To assist customers in improving products made from yeast the 
company maintained a research laboratory\ where experiments were 
conducted. A corps of experts was also maintained for the purpose 
of visiting bakeries and rendering assistance to customers in over¬ 
coming difficulties encountered in the manufacture of bread and 
other bakery products. Merchandising counsellors from the company 
instructed customers in methods of displaying and selling goods. 
The company also conducted national advertising campaigns in 
periodicals and bv radio to promote the increased consumption of 
bakers* bread, and it furnished advertising material to local bakers 
at cost to enable them to tie in with national advertising campaigns. 
The company maintained a school for bakers, giving free instruction 
to all customers interested. No extra c harge by the company was 
made for any of these technical and promotional services. 

Because of the c ompany’s large numl>er of customers, its products 
were sold in practically every community in the United States. 
Among the customers of the company was the Great Atlantic and 
Pacific Tea Company, with 38 bakeries fixated east of the Rocky 
Mountains and with 14.(MX) retail stores located chiefly east of the 
Rockv Mountains. The annual output of bread by the A. and P. 
amounted to 446.(XX),(XX) pounds, and its yeast consumption ap¬ 
proximated 5.(XKMXX> pounds per year. Another customer of Stand¬ 
ard Brands was the Continental Baking Co., with 78 bakeries located 
throughout the United States, whose yeast requirements also ap- 
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proximated 5*000,000 pounds per year. Other large customers in¬ 
cluded the General Baking Company, whose annual requirements 
were 4,000,000 pounds; Hathaway Bakeries, Inc., whose products 
were distributed throughout New England; and First National 
Stores, with 2,400 stores located in New England. There were also 
thousands of customers whose operations were entirely local. 

For many years prior to the issuance of the Federal Trade (ami- 
mission complaint Standard Brands had employed a scale of prices 
based on the mimlxT of pounds ot yeast used per month hv the pur¬ 
chaser. This scale is presented in Exhibit 1. The jxnmdages cm which 
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the discount structure was based represented tin* tofal usage of 
yeast by the customer, which was not necessarily the same as the 
amount purchased from Standard Brands. Thus a bakery using 2,000 
pounds of veast per month, but purchasing only 1,000 pounds from 
Standard Brands, would nonethe less pay the 2,(XK)-pound rate of 19 
cents per pound for the LOCK) |K)unds rather than 20 cents per 
(XMind. which would l>e the 1,000 pound rate. The basing of quantity 
discounts on total consumption rather than on quantities actually 
purchased was claimed to lie a custom in the trade from which 
Standard Brands could not easily depart. 

The company did not publish its price lists, and customers were 
not acquainted with the discount structure. Before any price was 
quoted at which a customer might purchase bakers’ yeast from the 
company, the customer first was required to indicate what his 
monthly requirements would be. 
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Standard Brands followed the practice of selling to some cus¬ 
tomers at "off-scale” prices, when the customers yeast requirements 
had dropped enough to place him in a higher bracket but when the 
company continued to sell at the former price. The largest custom¬ 
ers, who purchased yeast off-scale at the 14-cent price, were granted 
this concession by the central office. Divisional managers were au¬ 
thorized to sell off-scale to smaller customers but never more than 
2 or 3 cents off. Alnnit 16 pci cent of the? customers served by the 
company’s agency at Minneapolis purchased at off-scale prices, 
while in the New York City area about 35 per cent of the customers 
in the 3,000-5,(XX)-pound c lass paid less than the price scale* of 18 
cents per pound. The* company continued this practice because, 
where a customer had !>een granted a certain price on the basis of a 
certain consumption, he might desert Standard Brands for another 
supplier if, when bis volume dropped off. Standard Brands insisted 
on putting him into a higher-price brac ket. 

Hie company also determined prices of bakers' yeast to its cus¬ 
tomers on the basis of total consumption, irrespective of the number 
of individual deliveries. The A. and I 1 ., for example, had a total na¬ 
tional consumption per month of the company's yeast ranging from 
451,(XX) pounds for July, 1936, to 403.625 pounds for January. 1937. 
These amounts were delivered from the company's various agencies 
to thirty-seven bakeries in locations from Louisiana to Iowa and 
Maine, in quantities ranging from 30,400 pounds delivered at Pitts¬ 
burgh in July, 1930, to 2.200 pounds delivered at New Orleans in 
September, 1930. At no individual bakery of this customer was as 
much as 50, (XX) pounds delivered in one month. For the quantities 
delivered to the respective bakeries, according to the scale shown in 
Exhibit 1, the prices to twenty-three of the bakeries would have 
been 14M cents, to eight prices would have been 16 cents, to four 
17 cents, to one 18 cents, and to one 19 cents. However, the A. and 
P. paid 15 cents jht pound for all its veast. The Federal Bakeries, 
hic\. with seventy-eight branches Unrated over the entire country, 
consumed nationally in excess of 10,000 pounds and also purchased 
this yeast at a price of 15 cents |>er pound, although monthly de¬ 
liveries to its respective branches did not exceed 200 pounds. In- 
dv\\dvvA customers purcWsmv, oo\y 2.00 pounds per month would 
\c^v\^w Vw ^jiN wtte per peswud. 

In order to justify the price differentials before the Federal Trade 

Commission, Standard Brands made certain studies of the costs of 
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clistiilmtjon and sale of bakers yeast I lie^e studio were based on 
the company's experience during tin* months ol January, Kehniary, 
and March. 19-17, 

Average actual itiontfilv costs of sale ami Helix cry of all products 
in this period arc shown in Exhibit 2. Average monthly sales, by 
products, for this same period are shown m the first column of Ex¬ 
hibit 3. The knou ti factors, therefore, were actual total costs for all 
products and sales bv products. The* company's methods of de¬ 
termining costs of sale and delivery for each price bracket of bakers' 
yeast involved two principal points of procedure, namely: (l) alloca¬ 
tion of costs to separate products: and (2t allocution of the various 
elements of cost, apportioned to bakers' yeast, to the separate cpian- 
ti tv-price brackets. 

Allocation of exists to separate products, shown in Exhibit 3, was 
accomplished bv applying certain predetemiimxl percentages to 
average monthly dollar sales. The percentages thus applied were: 
yeast, 23 per cent; bulk products, 7.25 p <t cent; and package prod¬ 
ucts, 11^3 per cent. This constituted the method for the apportion¬ 
ment and allocation of sales arid delivery' expenses to products, which 
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had been in actual use by the company since 1932, several years 
prior to the enactment of the Robinson-Patman Act. The company 
stated that these percentages were "based, in part, on the com¬ 
pany's etperiences and, in part, on generally recognized costs of 
distribution of grocery and other products and, in the opinion of its 
financial officers, they provide* for a fair and reasonable allocation 
of such costs.’* The commission noted that "nowhere in the respond¬ 
ents’ cost study does it appear that any factual study has been made 
to determine the correctness of the percentages that have Iwen ap¬ 
plied to the dollar sales of the respective products wherebv the costs 
of sale and delivery of these products have been determined in the 
form of lump-sum estimates." As a result of the* allocation of costs 
shown in Exhibit 3, it was determined that total average rnonthlv 
costs of sale and delivery of bakers* yeast were $330,792. I bis was 
for sales by personal delivery, which was the chief method of sale. 
This total was separated into the following components of direct 
and indirect costs: 
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The company's next stop was to allocate the above costs to the 
groups of customers whose monthly purchases of bakers' coast fell 
iri the respective quantity-price brackets. The results are shown in 
Exhibit 4. Items of direct costs making up the total of $192,457.95 
were allocated and applied to the respective quantity-price brackets 
by time studies and call studies. Route selling and delivery costs 
were apportioned according to the time for stops of the driver-sales¬ 
men and trucks at customers' premises as determined by stop-watch 
studies and collected data for six days. Solicitation costs were ap¬ 
portioned according to number of calls on customers bv solicitors, 
foremen, and managers. Service costs were apportioned according 
to actual time spent in calling on customers by serv icemen. Indirect 
costs were allocated to quantity-price brackets in the same propor¬ 
tions as total direct cost. Before transforming total direct and indi¬ 
rect costs into costs per pound, the company apportioned $3,316.26. 
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Exhibit 3 


STANDARD BRANDS, ALLOCATION OF TOTAL FIKI.D COSTS OK 
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Exhibit 4 

STANDARD BRANDS. Al.loi \T10NS 01 COSTS TO 
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ExMMt 5 

STANDARD BRANDS, DETERMINATION OF (OT PER POI ND 
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representing bakery consultants' salaries and expenses, to the quan¬ 
tity-price brackets on the basis of a time study. Total costs applied 
to each price bracket were then converted to costs per pound, as 
indicated on Exhibit 5, on the basis of a tabulation of all sales of 
bakers* veast throughout the Tinted States during January, Kt’TT. in 
each pric e bracket. 

It vs. til l*e noted that the cost differentials per pound roughly 
parallel the price differentials Exhibit 5 shows that, after the first 
step down in price, the cumulative decrease in cost per pound ex¬ 
ceeded the cumulative decrease in price. 

In determining unit costs of sale and delivery - of bakers* yeast for 
each price bracket. Standard brands excluded manufacturing costs, 
transportation costs, and home-office general administrative costs 
(including advertising). 

Qixsnovs 

1. From the viewpoint of Standard Brands, Inc., what factors made the 
differential price system shown in Exhibit 1 a desirable price policy? 
2* Art* there any reasons which might make the scale of differentials 
an undesirable price policy—aside* from aspects of go\erninental regu¬ 
lation? 

3. What characteristics of the market for bakers* yeast made it possible 
for Standard Brands to maintain a differential price structure? Do you 
believe it rested primarily on cost differentials? 

4. Wax the price scale of Exhibit 1 socially undesirable? 
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NON PRICE COMPETITION 


Tick methods of competition employ ed l>v business companies em¬ 
brace numerous devices other than price reductions for increasing 
sales; these include such means as advertising, improvement of the 
product, use of brand names, and extension of services. These meth¬ 
ods of attracting business are designated h\ economists as “nonprice 
competition," Alternatives to price competition are nowadays so 
generally employed hv business companies that "to compete*’ has 
come to signify, frequently, to step up sales promotion, to improve 
product design or styling, or to render better services to customers, 
Price competition is not unknown, but in many industries it is one? of 
the less important ways of attrac ting business. 

MKAN INC OF NONPBICK COMPETITION 
Price (am/>e tit ion verm* X on price Coniffctition 

Companies which compete primarily on a price basis accept their 
demand curves as given and attempt to increase sales revenues by 
reducing prices and selling a greater quantity. There is no change 
in the demand curve; the firm morels operates at a lower point on 
the same curve, as indicated in Exhibit 1, a. Nonprice eomjietition, 
on the other hand, is frequently directed toward creating sales 
through shifting the demand curve, as is shown in Exhibit 1, b . In 
advertising, for example, there is an attempt to sell more of the 
product at the same price (or more at am given price than could 
formerly 1m? sold at that price). Nonprice competition, also, can 
lx* expressed through changing tin* product either by improving it 
or by deterioration. Through product variation a company hopes to 
bring a more favorable relationship between revenues and costs 
than could lx* achieved through retention of the same product, with 
or without price* reduction. 

In order to differentiate price competition from nonprice competi¬ 
tion, we can distinguish three cases in which firms compete with 
one another; (I) pure competition, (2) monopolistic competition 
with firms competing on the basis of price, and (3) monopolistic 

339 
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Exhibit 1 

o, PllICK COMPETITION; b, NON PKICR rOMPKTITION THROUGH 
auvkhtibinc;i 




comjH'tition with firms competing through nonprice methods. Para¬ 
doxically, in pure competition, firms do not compete on the basis 
erf price because each is so small a factor in the market as to he 
unable to influence the market price. Kacli competitor accepts the 
market price and attempts to reduce his costs as much as possible 
in order to increase profits. In the process of doing this, he may he 
able to expand output and add further to his net revenues Pure 
competition is, in a strict sense, a competition not of price but of 
cost and productive eflieiencv. On the other hand, through the effort 
to product* more efficiently, competitors, although commonly adopt¬ 
ing the market price, exert a constant downward pressure on price. 
It is only in this sense that pun* competition can be said to fn* price 
competition. The second case—that of monopolistic competition, 
with firms competing on the basis of price—is a more familiar 
one. The number of sellers is characteristically large enough to 
prevent serious injury to any one competitor when another cuts 
price. But, because of the imperfection of the market and the un¬ 
likelihood of direct retaliation, a price reduction often serves to 
attract considerable business. Retail trade affords a good example of 
this condition. The third rase—monopolistic competition with firms 
competing through nonpriee methods—describes what is probably 
the most typical situation in business today. Here the characteristics 
of the market {e.g., fewness of sellers) makes price competition un¬ 
attractive, Nonaggressive price policies, such as the basing-point 
system, price leadership, and price stabilization, are favored. Some 
price competition survives, of course, but, in general, commercial 
rivalry is deflected into nonprice competition. 
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Causes of Nonprice Competition 

Like price policies, policies of nonprice competition are con¬ 
ditioned by the structure of markets in which firms do business. 
Among the more important market forces is changing technology, 
which has greatly increased the complexity of products appearing on 
the market and which has necessitated such qualitative asjx k cts of 
the sale as continuing availability of service and repair parts. In 
number alone, the products on the market todav form a vast and 
diversified inventory to bid for the consumer's favor. Bv the same 
token the increase in number and technical complexity of products 
has made it more and more difficult for the consumer to form ac¬ 
curate judgments on the relative desirability of different products. 
Even industrial purchasing agents find it difficult to evaluate the 
increasing nmnlxT of new products, Mich as synthetic fillers, alloys, 
and plastics. Some assistance is available to l>oth industrial and final 
consumers from laboratories, but tin* reduction of all variations of 
quality and performance to terms of price is a practically impossible 
task. Consider, for example, the calculations which a manufacturer 
must make in choosing between alternate makes of machinery; these 
necessarily involve a multitude of variables, many of them based 
upon forecasts of future trends; the initial price may be only a very 
minor consideration. 

Imperfect knowledge on the part of buyers has led sellers to spend 
monev in giving information about their products, but. ordinarily, 
selling efforts have not stopped at this point The buyers' lack of 
knowledge of the product has also made it possible to differentiate 
the product through brand names, packaging, and design so that it is 
dearlv distinguished (at least in the mind of the buyer) from other 
products. In the drug and cosmetic field, where consumers find it 
difficult to form objective judgments on products, these techniques 
have been used with special effectiveness. Sellers, aware that they 
can influence demand, employ advertising to reinforce the differ¬ 
entiation of product and to intensify demand. 

Sellers have also turned to non price competition because of a 
desire to hold their present group of customers. A seller who de¬ 
pends on price appeal alone can retain his customers only so long 
as he continues to undersell competitors. Businessmen, therefore, 
adopt forms of competition which cannot lx exactly duplicated by 
rival sellers. The conversion of Marshall Field's downstairs store in 
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194ft from a bargain basement, relying chiefly on price appeal, to a 
"budget floor ' with complete assortments, private brands, and other 
features of nonprice competition, is an illustration of this form of 

competition. 1 

The decision to adopt nonprice measures of competition may be 
a voluntary oim\ but more often it is forced on the businessman by 
the nonprice competition of other firms. Formerly, the* offering of 
free air by a gasoline service station attracted customers from other 
sellers. Today, not only free air but prompt cleaning of the wind¬ 
shield, filling of the radiator, and inspection of the batterv are the 
minimum of service which the gasoline retailer must offer so as 
not to lie at a competitive disadvantage. The mounting gross margin 
rate for department stores over the last twenty-five years is partially 
the result of involuntary competition in services. 

A significant factor of market structure leading to nonprice coin¬ 
in'tit inn is the widespread adoption of nonaggressive price policies, 
such as the basing-point system, price leadership. and price lining. 
Fart I\' lias develop'd the conditions which lead to these price 
|>olieies Once established, these policies prevent sellers from com¬ 
peting in price. (lomprtition is deflected to other avenues. The 
major cigarette companies do not com|iete in price, but huge ad¬ 
vertising budgets indicate the intensity of nonprice competition. 

Even if the alternative of price competition is open to a seller, 
it is often less appealing than nonprice competition because of his 
uncertainty as to the elasticity of demand and the reactions of com¬ 
petitors. A price cut might bring in greatly increased sales, hut it 
might also cause his competitors to respond with price cuts. More¬ 
over, if outlays on advertising are unsuccessful, he can retrench bv 
stopping the campaign, but u price cut, once made, is withdrawn 
onlv w’ith difficulty. 

Finally, lx>th federal and state governments have given strong 
encouragement to nonprice competition hv legislation to prevent 
price cutting In regulated industries, such as electric power and 
trans|H>rtation. nonprice methods of attracting business are the chief 
means available. Resale price-maintenance laws, legalized hv the 
Miller-Tvdings Act as tliey relate to interstate commerce, have 
placed a price floor under many branded items, especially in the 
drug, cosmetic, lxKvk, liquor, appliance, and photographic equip¬ 
ment fields. The Robinson-Patman Act, which assures uniform prices 

1 Sw Marshall Kirit! and Co p. 127. 
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to buyers of the same trade status, also encourages nonprice com¬ 
petition. 


TYPES OF NONPRICE COMPETITION 

There are three principal forms assumed by non price competi¬ 
tion: \ I) variation in quality and style, (2) sales promotion, and (3) 
extension of services and other leans of trade. These methods of 
competition are sometimes alternatives; frequently tliev supplement 
one another. 

Quality and Style Comjwtition 

In relatively few markets today are firms engaged in selling com¬ 
peting standardized products This is especially true of final con¬ 
sumer goodv Competition in quality, style* and design is the most 
common form of non price competition. 

The concept of "quality** is In no means simple. It involves nu¬ 
merous variables, some of which can be measured, others are in¬ 
capable of measurement. Any one product can involve several qual¬ 
ity variables. An automobile, for example, can be appraised as to 
durability, gasoline consumption, probable frequency and cost of 
repairs, comfort, riding qualities, safety, and case of handling. Some 
of these* characteristics can l>e subdivided; thus cost of operation de¬ 
pends on the speed at which the ear is driven ami the roads over 
which it is used. 

Qmqrctition in some industries has served to give the consumer 
substantial improvements over the years, and only part of the 
gain has been reflected in lower prices; the rest lias gone for better 
quality, Exhibit 2 compares prices and service life of automobile 
tires in the years 1913-37. In this period average tire life in years 
tripled, and, since automobiles were being driven more miles per 
year at the end of the period, the indicated increase in durability was 
even greater. Economy of operation is another aspect of quality 
competition which can l>e measured approximately. According to 
tests made by the Procurement Division of the U.S. Treasury in 
1931, tin? average consumption of fiv e makes of 6-cuhic-foot refriger¬ 
ator was 44 kilowatt-hours per month. A test based on fourteen 
makes in 1933 showed average electricity consumption to have de¬ 
clined to 35 kilowatt-hours per month. 5 improvements such as these 

* T.S.E.C. Monograph So. 1, p. 64 {footnnie). 
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wholesale pri<;k» and average life of automobile tires, 

1913 38 



afford successive occasions for firms to engage in nonpriee compe¬ 
tition. 

Although many quality changes arr physically measurable in 
terms iff jierfonnance, as a rule it is impossible to translate these 
changes into price* equivalents/ W here quality change are of the 
intangible sort involving design, taste, and style, not even measures 
of physical performance are available. Yet these intangible elements 
art' often the chief determinants of consumer choice. In women s 
clothing, for example, the indefinable element of style is far more 
important than is thread count or tensile strength of the cloth or 
quality of workmanship. The success of a new model of automobile 
is determined more by the design of the howl than by the efficiency 
of the motor. 

The degree to which quality competition emphasizes measurable 
elements of the product varies with commodities. Where industrial 
buyers constitute the chief market, there is a tendency to stress such 
features as operating economy, tensile strength, and durability. In 
consumer-goods markets sellers find it desirable to emphasize the 
intangible elements of quality, style, and design l>ecause these are 

1 Mr, Andrew T Court made an intorrMint* attempt to develop « price mdes 
for automobiles which would reflect clumgei riot onh in {itut but aWi in weight, 
wbwt tswe. and liorwpowvr esprramJ in terms of price trf. 7>yrwi«ur,* of Automobile 
Demarul (New York: tiencrid Motor* Corporation, 1939}. pp. 99-117). 
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less easily copied. Sellers of food products seldom mention their 
conformity with government standards of quality; sellers of dresses 
do not usually emphasize filler content , and distributors of cosmetics 
do not ordinarily refer to the quality of ingredients in their products. 
Flavor, style, and attractive containers are more important selling 
features. 

The practice of selling goods at generally adopted price lines is 
a reflection of the basic competition in quality, rather than price, 
which prevails in some industries. Although price lining extends to 
many markets at wholesale and retail, it is almost universal in the 
apparel industry. In women's dresses, for example, the following 
wholesale prices have become established through habit and tradi¬ 
tion: 


$1 .874 onrh . . 

. . $10 7:. ot»4’h 

4.75 

eitrli. . 

. . f 19 75 each 

2.25 # ... 

12.75 * 

<17 5 
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22 75 * 
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. ... 14.75 * 

7 75 

• 

. 2975 ■ 

37, 1 » * . . 

. 10,75 * 

8 75 

w 

, 3975 arn1 nv<*r 


Rarelv, if ever, are these prices subject to modification bv bargain¬ 
ing Competition among manufacturers producing for the $0.75 
dress market centers not on price but upon quality of materials, 
workmanship, and especially upon style. Buyers, in turn, accept 
these price lines and concentrate attention on getting the best values 
at each of the recognized price levels. In retail markets there is a 
similar, if less defined, clustering of prices at certain major price 
lines. The U.S. Bureau of Labor Statistics, in reporting 114 quota¬ 
tions from 32 cities for womens medium-quality, woven elastic 
girdles, showed the following distribution of price frequencies on 
June 15, 1938: 



\ «. of 


,Vo o f 

Prirr 

Quota turn* 

I'nct 
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12.95 

4 

14 00 . 

1 

2.9S 

2 

4.09 

1 

339 

1 
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07 

3 50 

3.59 

32 

1 

5 50 

2 

3 95 

3.98 
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. \ 

Total 

114 


Similar concentration of retail prices at a few price lines is evident 
in other types of merchandise. Prior to the war. the retail prices of 
vacuum cleaners, for example, were usually spaced at intervals of 
$10.00 from $39.95 to $79.95.* For some products, pricer lines are 

4 T.S.E.C. Mmogruffh So. l t pp, 70-71. 
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preserved by modifying quantity rather than quality of the product. 
The usual price lines, dictated by customer convenience, of 5 and 
10 cent* for chocolate candy bars led one large manufacturer to 
adjust the weight of his products, as indicated in Exhibit 4 in the 
pernxl 1926-32/ 

Exhiltit 3 

OlANfil-S IN SlZfcOl ClKKOl.ATk ( ANDY WARS, 32 
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Sole* Promotion 

As an alternative to varying the product, many business com¬ 
panies compete Iiv incurring selling expenses which are directed 
primarily at creating demand ( oHrcfiv rlv. these expenditures can 
he catted “Sales promotion/’ Among the most spectacular is adver¬ 
tising. which involves outlaw for newspaper and magazine pub¬ 
licity. direct mail, catalogues, radio programs, window displays, and 
packaging/ 'Hie basic characteristic of these expenditures is that 
they are undertaken with a view to influencing the buyer, though 
some changes of the physical form of the product, as in packaging, 
muv also be involved. Obviously, in some cases it is difficult to dis¬ 
tinguish changes in the product expressly designed for then effect 
on the consumer from those which have substantive utility. Who is 
to say whether a catsup bottle which is conveniently designed for 
table use may not also be the one whose contours catch the con¬ 
sumer’s eve on the supermarket shelf? 

Related to advertising is the use of trade-marks and brand names. 

* IM. . i> -v 

* In 1**47, r\prmtih»rc<i an .nlvrrmins; tvt&Wl marly $4 billion, of which $1,222 

million tar [M-w*pajvi advorfain^. $53 1 million for radio, $483 million for 

mA$;i/.itu*v $4$1 for dins! uuil and $1,151 mtfhon for all other nmlia l Han* 

*1847 V S. AtU'-rtismc Volume Sri# New Hecortl/* frwnprf* Ink, Ami] 30, 1948, 
p,29). 
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The purpose of these is to furnish an easy means of identifying a 
particular seller’s product. It is conceivable that brands might He 
employed merely to enable the buyer to identify products embody¬ 
ing certain measurable quality differences. Rut usually sellers corn- 
tune the use of brands with advertising, which attempts to persuade 
buyers that the product has certain desirable intangible characteris¬ 
tics which are unique or which it possesses in greater degree than 
competing goods. The brand is built into a limited monopoly with 
a regular following created by advertising. 

The effectiveness with which trade-marks and brands can protect 
a product against price competition varies w ith different lines of 
goods. In fields in which comparisons are relatively simple or in 
markets where buyers are well equipped technically (as in many 
industrial-goods markets \ there is a strong tendency for buyers to 
sw itch to competing brands as soon as substantial price differences 
appear. On the other hand, where the consumer is unable to com¬ 
pare rival brands intelligently, the effective use of brands and trade¬ 
marks frequently permits wide price differentials to be maintained 
Iretween virtually identical products. The lack of correspondence 
between price and I S Department of Agriculture grades* for three 
food products is shown in Fxhibit 4. In the case of grocery produc ts, 
the element of taste is so subjective that comparisons among brands 
are \er\ difficult, and. as a result, sellers are presented with an op¬ 
portunity to create demand through nonprice couqKtitinn. Similar 
situations exist in many other lines. A Federal Trade Commission 
investigation revealed that the Goodyear Tiro and Ituhltcr Gompanv 
.sold tires to Sears. Roebuck under the brand name “All State*' w hich 
were of the same quality as those marketed by Goodyear under its 
own “All Weather"' brand The difference in wholesale prices 1 m> 
Iwwn these two brands ranged from 29 to 40 per cent in the iwriod 
1927-33. At retail. All State tires were sold at prices 20 to 25 per 
cent below those of All Weather tire-s^ The most striking illustration 
of the insulation from price competition afforded by brand names 
is in the drug and cosmetic field. The consumer is almost completely 
uninformed as to the merits of rival products; few are aware of the 
significance of specifications of the United States Pharmacopeia. 
Here patent medicine advertising has free rein. 

Where brands are “fair-traded" under the resale price-main¬ 
tenance laws, price competition is effectively ruled out. In these 

7 Federal Trade Omrrmwkm, Docket No, 2J J6. 
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Exhibit 4 
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situations competition, when it exists, must necessarily l>e in ad¬ 
vertising, service, and other nonprice forms. To some extent private 
brands supply alternative's on which price competition can take 
place, but these an* not universally available, nor do they constitute 
complete substitutes for well-advertised brands which have been 
“fair-traded.** 

Other devices of sales promotion include personal selling, free* 
distribution of samples of the product, give-away contests (which 
have gained such great popularity in recent years), and other 
methods, such as the use of coupons exchangeable for other prod¬ 
ucts. With regard to personal selling, it should t>e noted that some 
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use of salesmens time is for ‘'production/' such as making estimates, 
giving instruction in the use of the product, handling complaints, 
and making collections. But it cannot Ik* doubted that the chief use 
of salesmen is for promotion of demand for the product. As such, 
personal selling is an alternative or supplement to other means of 
sales promotion. 

Comftetition in Services and Other Terms of Trade 

In the introduction to differential pricing in Part IV emphasis was 
placed primarily on differences in the conditions of sale, sue!) as dis¬ 
counts and freight allowances, which could Ik* directly translated 
into terms of price.* There are main terms of trade and collateral 
services, however, which cannot easily be commuted into price dif¬ 
ferences. The increased resort to nonprice competition has led manv 
sellers to use “escape devices" in order to attract trade. A compre¬ 
hensive list of these methods of modifying the terms of sale is pro- 
sented in the appendix to tins introduction." It will be observed that 
a few of these concessions. esjH*cially those in the first group, can be 
directly expressed in price terms. 

The inability of businessmen to compete in price lrecause of legal 
barriers lias frequently led to ingenious methods of nonprioe com¬ 
petition. I'ndcT the N.R.A., when prices were controlled bv code 
provisions, a retail druggist in California, unable to cut prices, em¬ 
ployed a medium to give free psychic readings to his customers. An 
automobile dealer was accused of price cutting because he Ixuight 
six suits of clothes from a tailor to whom lie sold a car. 10 In many 
cases, of course, the services form an integral and necessary part of 
the sales transaction. The purchaser of an automobile or household 
appliance reasonably looks to the manufacturer to maintain ade¬ 
quate facilities for repair and replacement of parts. The conscien¬ 
tious effort made by many sellers of technical gf>ods to supply con¬ 
tinuing service for their products bespeaks the importance of this 
form of nonprice competition. It is to be clearly distinguished from 
the proliferation of unwanted services, which exists in some fields. 

EFFECTS OF NONPRICE COMPETITION 

The results of competition through other means than price can 
1 k» considered from the standpoint of (1) the business company 

* O p. 24IM9. 

* Of. pp. 351 ff. 

M T.S.E.C . Monograph So. 1. p 56, 
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which employs these methods and (2) the consumer whose welfare 
is affected hy tile shift to nonpice competition. The point of view 
of this book is primarily that of the business company; however, no 
business policies can be adjudged sound in the long run if they are 
basically detrimental to the interest of the consumer—hence the 
need for considering the effect of business policies on the latter. 

Effect* on Bumneu Companie * 

The use of non price competition protects the seller to some extent 
against price cuts made by competitors. Where the independence 
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achieved in this way is considerable* a company may rnjov higher 
than normal profits. Industries in which sales promotion expendi¬ 
tures are significant have, as is indicated by Exhibit 5, experienced 
larger profits than the average of industrial companies." Nonprice 
competition can also bring direct benefits to the firm in larger vol¬ 
ume ol sales. Under many circumstances this greater output can he 
produced at lower unit costs, which increases profits more than pro¬ 
portionally on the additional units. As a defensive measure, nonprice 
competition may also l>e preferable to price cuts because customers 
who might he attracted to competitors by price cuts arc more likely 
to remain securely with a seller who differentiates his product either 

n Tlw* causal rrUhun&hip may lx* the e>t)u*r way around m *omc eases; firm* may 
*pend niarr <m inb ertising because they h»*e had a favurabi* profit cxpericuc**. 
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by qualitative differences or by service or advertising. Nonprice com¬ 
petition, in other words, is a superior method of retaining customer 
good-will. Where sales promotion is used skillfully it is capable of 
reducing seasonal fluctuations in sales and stabilizing production 
and employment. The Procter and Gamble Company claims that its 
operations have been stabilized in this way. On the other hand. some 
retail sales promotion appears to accentuate sales peaks. as in the 
case of department-store trade at Christmas arid Easter. Companies 
which have become well known through sales promotion also find 
certain collateral advantages of operation, such as easier procure¬ 
ment of personnel and facilitated sale of securities. 

Sales promotion is not without disadvantages to flit' company 
employing it. Large advertising budgets are in the nature of re¬ 
curring cash outlaw which must lx* sustained to prevent sales from 
falling. A substantial amount of advertising must be looked on as 
the competitive burden of maintaining a share* of the market, not 
of enlarging it. The institution of style evcles and annual model 
changes in some industries leaves firms in a precarious position 
where each new season presents a gamble. In the automobile itt- 
dustrv. for example, there have been marked differences in the 
competitive success of vearlv models. Companies which resort to 
nonprice competition expose themselves frequently to nonassessable 
risks. On the whole, however, businessmen appear to prefer thesis 
risks to those of price competition. 

Effects on the Consumer 

Much of the foregoing discussion has indicated the effects of non- 
price competition on the consumer. In some cases there seems to be 
little doubt that he has been benefited by competition in quality. 
The improvements in many technical products, such as automobiles, 
radios, and home appliances, over the last three decades are obvi¬ 
ously advantageous to the consumer, and these changes have been 
brought chiefly by competition in quality. Although less evident, the 
improvement of industrial goods, such as structural steel, chemicals, 
and electronic devices, has also contributed materially to improving 
production processes and products. The focusing of style competi¬ 
tion on a relatively small number of price lines in the apparel trades 
has likewise had many advantages, reducing the costs of carrying 
inventories, reducing selling time at wholesale and retail levels, and 
simplifying the problem of selection for the final consumer. In some 
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cases, but not all, sales promotion has stimulated demand to such an 
extent that, with declining costs of production, the product has be¬ 
come available at a lower price to consumers. (The exact results of 
sales promotion depend cm the shape of the demand and cost curves 
and on the effects of transference of demand and resources from 
other industries.) It is possible, moreover, to count as benefits the 
incidental advantages which sales promotion offers, such as radio 
entertainment, a cheap press, and certain “freer” services. None of 
them, of course, is to be regarded as a net gain, and all could prob¬ 
ably \w more cheaply gotten by direct rather than by indirect ex¬ 
penditure by consumers. 

Conclusion 

Tile disadvantages of nonprice competition have been strongly 
emphasized, if not overemphasized, by many critics. If the cost of 
securing a product which is sold through nonprice competition (such 
as advertising) 1 m* compared with the cost of producing it under 
pure competition, where, by definition, there could be* no advertis¬ 
ing, it may 1 h* more costly to produce the product under nonprice 
competition. But, as lias lieen indicated in earlier parts of this vol¬ 
ume, the rarity of pure competition among actual market structures 
makes this comparison of little practical importance. Given the de¬ 
gree of imperfection which seems an essential characteristic of most 
markets, the question is: Does nonprice competition necessarily 
increase prices to the consumer? Where there is no net expansion 
of market demand and where firms are engaged in competitive 
advertising, it seems clear that prices will !>o increased bv non price 
competition. This result certainly follows where nonprice compe¬ 
tition takes the form of sales promotion. The judgment on quality 
and style competition is more difficult because it involves some de¬ 
termination of how many styles and how much differentiation of 
product consumers really want In the absence of more objective 
criteria, it must be concluded that they want as much as thev are 
willing to pay for under conditions of adequate information about 
alternatives (e.g., under these conditions a consumer might choose 
between a bnuid-namc tomato juice at 15 cents per can and U.S. 
grade A tomato juice at 13 cents per can). 

Perhaps the strongest objection to nonprice conqietition is that 
as more expensive improved products are placed on the market, the 
lower-prim! stripped models frequently disappear. Despite great 
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competition in technical quality of automobiles, they have not come 
down in price. A partial answer to this objection is that, in durable 
goods at least, the secondhand market satisfies the needs of those? 
who want lower-priced products. Another objection is that adver¬ 
tising has in some cases been used to mislead consumers; but in 
accuracy it must lie acknowledged that the standards of most large* 
advertisers are above reproach. The difficulty seems to lie more, not 
in deli Iterate deception, blit in failure to give more objective in¬ 
formation about the product. So far as the consumer is concerned, 
it is not easy to strike a balance between the advantages and dis¬ 
advantages of nonprice competition, 
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APPESDIX 

Under the N.R.A. codes, businessmen were frequently forbidden 
to cut prices. As a result numerous forms of evasion sprang up. The 
following list of concessions designed to influence sales was prepared 
by the Division of Industrial Economics of the National Recovery 
Administration: 
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L Concession* primarily related to time of buyer's payment: 

Discounts. 

“Terms" and “conditions" of sale or payment. 

Credit practices. 

Credit terms, 

< ,'a*h discounts. 

Periods of free credit 

Interest rate Inryond free-credit period. 

Datings. 

Seasonal datings. 

Installment sales. 

Deferred payment. 

Anticipation of lulls'. 

Sales ft» delinquent accounts. 

Sales not contingent upon buyer's credit standing. 

Payment due when money received from other sources. 

Retained percentages. 

2. Concessions primarily related to risks ot buyer: 

Cmmintees. 

Price guarantees 

Contracts lor deferred delivery not subject to price change. 

Puce offer not subject to change 
Advance notification of price change. 

Delaying acceptance of order. 

Options. 

Agreements indefinite as to time or quantity. 

Offers without time limit. 

Offers not expiring within specified period of time. 

Offeis without withdrawal provisions. 

Cuiaranties against defective goods. 

Product guarantees. 

Product guarantees against other than defective merchandise. 
Uniform product guarantees specified in code. 

Guarantees it* excess of manufacturers' warranty (distributing and 
lubricating codes). 

Maintenance guarantees. 

Adjusting incorrect shipments. 

Accepting return of merchandise. 

Accepting return of obsolete, discontinued or “unsalable" mcr- 
cfiundi.se. 

Ewhanging rnerchui«d jse 

Accepting return of other than defective merchandise. 

Repurchase agreements. 

"Money-back" agreements. 

Sales subject to trial. 

Sales on approval. 

Shipments without order. 

Sales on consignment or mernomndum. 
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Storing goods with customer. 

Display tor direct sale m customer’s store. 

Renting or leasing industry products. 

Resale guarantees. 

Agreeing tlmt payment be governed by sales of secondary product. 
Accepting orders tor specific jobs before customer secures award. 
Guaranteeing accounts due customers. 

"Compensation of customer lor business losses.” 

Unilateral agreements (hover not hound). 

Contracts containing penalty clames. 

Contracts containing liquidated damages clauses. 

Contracts not subject to adjustment necessitated by noncontrnllable 
factors. 

Assuming liability for nonperlornunce caused bv tioncontrollablo 
factors. 

Assuming liability for damage t*» buyer’s drawings or equipment 
caused bv noncontrnllable factors. 

Assuming liability for errors in plans or specifications furnished or 
approved bv buvei. 

Assuming liability lor consequential damages. 

Assuming liability lor patent infringement. 

Failure to give advance notice of discontinued lines. 

3. Concessions primarily related to supplying additional goods: 

Am gratuities. 

Free deals. 

Premiums. 

Sales of other or additional goods at reduced prices. 

Combination sales. 

Combination offers. 

Coupons. 

Samples. 

Scrip books. 

Prices. 

Sales promotion awards. 

Containers. 

Special containers. 

Lat>els. 

Special labels. 

Special equipment. 

Accessories. 

Certain advertising material. 

Display materials. 

Printed matter (other than advertising material). 

4. Concessions rendered buyer through use of seller s employees or 
pro|K?rty: 

Any unusual service. 

Providing sales help. 

Demonstrating. 
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Estimating. 

Furnishing drawing*. 

Furnishing plans and specifications. 

Furnishing surveys and formulas. 

Installation and erection. 

Inspections 

Furnishing unusual processing services specified in codes. 
Stampings or markings. 

Repair and maintenance. 

Reconditioning. 

Engineering services. 

Handling. 

Crating or packing. 

Repacking. 

Delivery service by seller s trucks. 

Warehousing and storage, 
landing of equipment. 

Permitting retention of trade-in equipment. 

5. Concessions rendered buyer through financial assistance or favors: 
Favors. 

Entertainment. 

Patronizing publications in which buyer is interested. 

Participating in group showing 
Gifts. 

Gifts to organizations (in which huyrr is interested). 

Paving buyer's personal expenses, 
laying permit or inspection fees of buyer. 

Paving customer s insurance 

Paving customers advertising expenses for products other than 

members. 

Assuming reversed telephone or telegraph charges. 

Assisting customer to obtain used products for trade-ins. 

Assisting customer to find purchaser for used products. 
Subsidizing or financing buyer. 

Employing customers, employees, relatives, associates. 

Purchase of buyers capital stock. 

Financing payments due customer, 

6 Concessions ?elated to manner and or time of shipment: 

Split shipments. 

Shipment* smaller than specified minimum. 

Tolerance in time of shipment. 

Deferred delivery, 

7. Concessions through payment or diversion of commissions or fees to 
customer: 

Payment of commissions or fees bv members to buvers. 

Payment of commissions or ftn*s by members to other than bona 
fide or controlled sales representativ es. 
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Payment of commissions or fees by members to purchasing agents 
compensated by buyers, 

Payment of commissions or fees by agents of members to buyers. 
Splitting of commissions or fees by agents of members with agents 
of buyers without buyer’s knowledge. 

Splitting of commissions or fees by members or their agents with 
buyers or their agents. 

Payment of brokerage to other than lx)na fide brokers, 

8. Concessions through allowances or payments for value rendered by 
buyer: 

Allowances. 

Trade-in allowances. 

A d ve rt is in g a 1 !o wances. 

Catalogue allowances. 

Distribution service allowances. 

C Container allowances. 

Installation allowances 
Allowance for further processing. 

Maintenance <»r repair allowance. 

Rental allowances tor space hired. 

Allowance on supplies furnished by purchaser for production of 
product ordered, 

Cartage allowances when buyer receives goods at factory. 
Allowance for special service. 

Laln-1 allowances. 

Purchasing from buyer. 

Renting from buyer 

9. Concessions through acceptance of competitor's materials from 
busers: 

Exchange of own for competitors products. 

Purchase of competitor's products from customer, 

10. Concessions through sale of substandard or obsolete goods: 

Sale of seconds. 

Salt* of used goods. 

Sale of damaged goods. 

Sale of rebuilt or overhauled goods. 

Salt* of demonstrators. 

Sale of obsolete goods. 

Sale of discontinued lines. 

Willful manufacture of substandard products. 

Sale of returns. 

Sale of strap. 

Sale of chati. 

Sale of culled goods. 

Sale of suqdu* stock. 

11. Concessions granted during performance contrary to provisions of 
agreement: 
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Rebate*. 

Departure from credit terms of contract, 

Settlement of old accounts at less than full value. 

Permitting improper deductions when buyer remits. 

Permitting buyers cancelation or repudiation. 

Substitution of higher quality or greater quantity of goods. 
Substitution of new contract at lower price. 

Receipting hills before payment. 

Extending or exceeding contract. 

Collateral agreement not to enforce part of contract 
Departure from delivery date of contract. 

Retroactive settlement or adjustments. 

12, Acceptance of forms of payment in which concessions may be con¬ 
cealed: 

Accepting securities 
Accepting buyer's capital stock. 

Accepting goods from buyer. 

Accepting real or personal property. 

Accepting negotiable instruments. 

Accepting other than lawful money. 

Accepting credit transferred from one huver to another 
f iling for customer account and accepting proceeds for credit. 
Accepting form of paMnent other than specified m code. 

Accepting rental payments as part pav merit on purchases. 
Accepting deposit made to another manufacturer. 

Assignments (of receivables, etc.). 

13. Types of agreements, offers, invoicing, etc,, by means of which con¬ 
cessions may f>c concealed: 

Oral agreements. 

Oral offers. 

Oral appraisals. 

< )r«l orders. 

False hilling. 

False orders. 

False receipts. 

False agreements. 

False offers. 

Delayed billing. 

Misdated invoices. 

Misdated contracts. 

Misdated orders. 

Misdated offers. 

NI isdatod receipts. 

Invoices omitting terms of sale. 

Invoices omitting date of shipment. 

Invoices omitting specifications. 

Invoices omitting other specified detail. 
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Agreements omitting terms of sale. 

Agreements omitting date of shipment. 

Agreements omitting specifications. 

Agreements omitting other specified detail. 

Oilers omitting terms of sale 

Offers omitting date of shipment. 

Offers omitting specifications. 

Offers omitting other s|>ecificd detail. 

Orders omitting terms of sale. 

Orders omitting date of shipment. 

Orders omitting specification*. 

Orders omitting other specified detail. 

Split hilling. 

Lump sum offers. 

l*hitemi/cd hilling. 

Orders not subject to rnentheiV acceptance. 

Auction sales, 

14. Tv pcs of agreements, offers, invoicing. etc., primarily designed to 
present the concealing of concessions: 

I'liitcinn contiact form. 

Lnilorm order form. 

Uniform hid or quotation form. 

Standard invoice form. 

Standard leasing form. 

Form of contract." 

*'* 1 ..V .Maiuigrafth So. J r pp 

Case V-/ XATIOXAL FUiCTHICAL St'PPlA' COHFOIlATlOS 

In December, 1947, the National Electrical Supply Corporation 
faced a decision as to which elements to stress in its selling appeal. 
For many years the management had prided itself on the superior 
quality of its products, and it was generally assumed that buyers 
were more influenced by quality than hv other factors in purchasing 
these products. The company's advertising, therefore, emphasized 
the high-quality standards maintained over the full range of its 
products. 

Quality was particularly important in the use of electrical supply 
items such as those sold by the company, liecause a failure in per¬ 
formance could ' knock out" a power line for a period of hours until 
repairs could be made. Deftctive parts necessitated replacement 
operations at inconvenient hours, in adverse weather, and at addi¬ 
tional expense to user companies because of overtime payments. 


* Futltimis name 



360 


BUSINESS ECONOMICS 


Moreover, when a line was "knocked out,” there was not only the 
loss of good-will of electricity consumers to consider but the sub¬ 
stantial loss of revenues so long as power was shut off. It was im¬ 
perative, therefore, that high-quality standards lie maintained for 
supply items of this sort, and to this end the National Electrical 
Manufacturers' Association set minimum quality standards, in the 
period J 035-40, for use in the trade. By 1941 practically all manu¬ 
facturers of these electrical supply items were consistently meeting 
these* standards of quality, it was generally recognized that, in order 
to compete in this field, manufacturers were forced to make products 
of high quality. 

Because of the general adoption of quality standards by com¬ 
petitors, some memlters of the management of the National Elec¬ 
trical Supply Corporation questioned whether continued emphasis 
of quality constituted a strong selling appeal. It was decided, there¬ 
fore, to survey the buying motives of the industrial consumers of 
these products. The company’s director of market research was re¬ 
quested to draft a questionnaire embodying the principal inquiries 
relating to buying motives. A random sample of 160 firms, con¬ 
forming percentagewise to the geographical distribution of con¬ 
sumers and to the types of consumers, was employed. Actual inter¬ 
viewing w'as done by a nationally recognized market research firm, 
so that the company could remain anonymous. The questionnaire 
W’as devised so as to eliminate as far as possible bias and rationalized 
answers (i.e., answers which "sounded good” to the respondent but 
which did not necessarily represent his actual attitudes or actions). 
Interviewers were directed to question tin* person or persons within 
the selected organizations who were actually responsible for choos¬ 
ing the brand of supply items to !>e purchased. 

When the results of the survey were tabulated, in April, 19*18, it 
was discovered that the factors of quality and service were the most 
popular buying motives, us indicated in Exhibit 1, "Recognized qual¬ 
ity of products” had been explained to respondents bv the inter¬ 
viewers as meaning the general acceptance by the customer of the 
company's reputation for making good products. 'Technical excel¬ 
lence,” ou the other hand, indicated satisfactory experience bv test¬ 
ing the product in use. "Service” was interpreted as promptness in 
replying to correspondence on the part of the seller, quick and satis¬ 
factory' handling of complaints and disagreements, and the render¬ 
ing of special services. 
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In response to the question “Which of the above reasons [those 
given in the preceding question] is most important?” it was dis¬ 
covered that service outweighed other considerations, as indicated 
in Exhibit 2. Officials of National noted that the factor "price" was 
much less often mentioned than were quality and service * 

A third question related to the respondent’s opinion of com¬ 
peting brands. It was: "In vour opinion which electrical supply item 

Exhibit 1 

REASONS liIVKN BY RESPONI>KVIS FOR SUJXTINO A 
PARTICULAR BRANU OF ELECTRICAL SUPPLY ITEM 
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manufacturer has the most satisfactory product?" Respondents were 
asked to volunteer the name of a company in answer. The results 
are tabulated in Exhibit 3. Executives of National noted the large 
number of respondents who believed that there was little* difference 
among brands and who could, therefore, presumably lx* influenced 
to buy any brand. They also noted the greater preference for Na¬ 
tional among purchasers of Product A than among purc hasers of 
Product B. Further analysis of the results rescaled that those 
respondents who chose National as ‘outstanding” generally con¬ 
sidered "quality of product" as their prime buying motive. In con¬ 
trast, most other purchasers specified "service” more often as a 
dominant buying motive. Officials of National concluded that pur- 

9 Price* for the product* of most manufacturers of cknlrfcal supply item* did mrt 
vary greatly. The tfirce largest companies actvHinted for HO per cent of total sales. 
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BHA.N1> OF EUCCTHKAI. WPPI.Y ITEM 
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chasers rat mg quality above other characteristics tended to buv from 
National, while those preferring service tended to buv from com¬ 
petitors. 
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On the basis of the findings of the survey, the director of market 
research presented several recommendations to management. 
Among these recommendations were the following: 

1. That National advertising feature, whenever possible, the advantages 
of dealing with a company which always stands ready to offer "serv¬ 
ice to its customers" 

2. That the field organization and the general office answer correspond¬ 
ence promptly—preferably within twenty-four hours 

1 That the company make every effort to adjust complaints to the cus¬ 
tomer’s satisfaction 

■1. That special customer requests In* handled expeditiously whenever 
pnsdble 

yrrsnoNs 

1 Was the director of market research justified in recommending em¬ 
phasis on service instead of qualitv? 

2. What would lM* the prohahle effect on National's present customers if 
advertising emphasis were shitted? 

Case V~2: CIGARETTE ADVERTl&tSG 1 

Advertising expenditures by manufacturers of tobacco products 
ha\'e for many years been among the highest of anv industry. Much 
of the total has been devoted to the advertising of cigarettes. In 
1939 cigarettes accounted for three-fourths of the estimated total 
advertising expenditure of $00 million on tobacco products. In 1931 
the Association of National Advertisers reported the expenditures 
of four large tobacco companies as averaging 8.23 }K*r cent of sales. 
In recent years advertising expense of individual companies has 
ranged from 6 to 30 per cent. 

Approximately three-quarters of all advertising expenditures on 
cigarettes and about the same share of total sales were made by 
these companies: the American Tobacco Company, with its Lucky 
Strike brand; the Liggett and Myers Company, with the Chester¬ 
field brand; and the R. J. Reynolds Company with the Camel brand 
(see Exhibit I). The dominance of the cigarette market by these 
three companies, combined with their heavy advertising outlays, led 
certain critics to charge that other companies had been prevented 
from getting a large share of the market localise they could not 
match these expenditures, 

* Tltfs case is ha*ed on materials contained in Professor Neil H. Borden*# volume. 
Th* Economic Effect* oj Advertising (Chicago; Richard D. Irwin, Inc.. 1942), 
chap. viii. 
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The R. J. Reynolds Company began the practice of concentrating 
advertising on one brand of cigarette with the introduction of Camels 
in 1913. Reynolds’ share of the cigarette market rose from 0.2 per 
cent in 1913 to 40 per cent iri 1917 and 45 per cent in 1925. Noting 
the success of Camels, the Liggett and Myers Company similarly 
concentrated advertising on its brand. Chesterfield, which had been 
launched in 1912. American Tobacco Company followed with the 
Lucky Strike brand in 1917. In 1926 the P. Lorillard Company at¬ 
tempted to enter the field with its Old Gold brand. It embarked 
on an ambitious advertising campaign, financed by the flotation of 
a 515 million issue of debenture bonds in 1927. Despite large ad¬ 
vertising expenditures, which exceeded SIS million by 1938, the Old 
Gold brand failed to increase its share of the market, as is indicated 
in Exhibit 2. In January, 1933. the Philip Morris Company. launched 
a new blend of 15-cent cigarettes under the brand name Philip 
Morris. The new brand was first tried experimentally in certain large 
cities, where it met with such success that the company began an 
extensive advertising campaign financed out of earnings. By 1939, 
expenditures for advertising exceed $1,500.(XK), and the company 
was firmly intrenched in fourth place*. 

Helving on an inelastic demand for the product, the leading to¬ 
bacco companies raised the wholesale price of cigarettes from $6.00 
per thousand to $6.40 in October. 1929, and to 56.83 in June. 1931. 
These wholesale prices resulted in retail prices on tin* more popular 
brands of 14 and 15 cents per package. The maintained high prices 
of the leading brands encouraged transference of demand, particu¬ 
larly after June, 1931, to 10-cent cigarettes, as indicated by inhibit 
3. Prior to 1931 there were only two 10-cent brands of significance, 
Coupon, sold by Liggett and Myers, and Paul Jones, sold by Con¬ 
tinental Tobacco Company. After June. 1913. several “other com¬ 
panies entered the field; in Septernl>er, Laru.s At Brothers, Inc.; in 
March, 1932, Brown Ar Williamson Tobacco Company reduced the 
price on its Wings brand to put it in the 10-cent class; in May, 1932, 
Sunshines, manufactured by the Pinkerton Tobacco Company, were 
put in the 10-cent class; in June, 1932, Axton-Fisher entered its new 
brand. Twenty Grand; during the same month. Scott A Dill came 
into the scramble; and in September, Stephano Brothers brought 
out Marvels. The rise in sales of the 10-cent brands during the de¬ 
pression was phenomenal. Starting almost from nothing in 1931 
thev accounted for over 20 f 7 of the domestic cigarette market for 
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ESTIMATED DOMISTIC CONSTMITION OF LEADING BRANDS IN 
BILLIONS OF CIGARETTES AND PERCENTAGE OF TOTAL 
('ONHt'MPTION BY BRANDS, 1H29-39 
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a few mouths during the fall of 1932."' On January -3, 1933. the Big 
Three retimed wholesale prices to SB.00 |K L r thousand, aitd a month 
later to $5.30. Hetail prices lell to 12S cents, then to 10 and 11 cents. 
With the price differential lor the leading brands practically re¬ 
moved. sales ol 10-cent cigarettes fell from 21.3 per cent of total 
sales in Decemlwr, 1932. to 0.4 per cent in May, 1933. During all 
this period retail prices of Philip Morris cigarettes were maintained 
at .15 cents. In January. 1914. tlie Big Three increased wholesale 

*IM p. 2S4 
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prices to $6.10 per thousand and in January, 1936. to $6.25. with 
resulting increases in retail prices to 12k and then 13k cents a 
package. The 10-cent brands responded by increasing to a share of 
the total market which ranged from 10 to 12 per cent. 1U 1039. how¬ 
ever. this share had increased to over 17 per cent. 

In 19-16 most of the companies producing 10-cent cigarettes 
swung over to advertising, as indicated in F.xhihit I. Although it 
was clear that their margins could not permit the extensive adver¬ 
tising employed by the standard brands, they thought that a limited 
amount was desirable to build volume. 

A survey by Fortum' magazine in 1935 indicated that cigarette 
smokers did not frequently shift brands. Jn response to the question. 
‘How many years have yon been smoking this brand'*" the survev 
reported the following replies: 

) r/ir* / 'rr f'rnl Ytnr* /Vr C>rtj 

1 . 12 0 3 HU 

2 . 12.9 Omft 44.3 

3 !0,0 flon’t know . . 4.2 

4 3.9 

Managements of tobacco companies lielievcd, however, that the 
stability of demand for their respective products was based largely 
on subjective valuations created by continued advertising outlays. 
Blindfold tests carried on experimentally among fiftv-one subjects, 
all of whom smoked regularly and generally stuck to one brand. 
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intlicuU tl tlw difficulty which consumers experienced in identifying 
brands. Kach subject was tested with four cigarettes, three leading 
brands and one oilier. Kach was told that his own brand would be 
arming the lour which were presented in random order. Adequate 
time was allowed between smokes to cornjx*nsate lor taste confusion 
and fatigue. Although chance alone would have resulted in a 25 per 
cent identification, only ftl |>er cent of the smokers guessed their 
own brand. The results are shown in Kxhibit -4. 

Although consumers found it difficult to identify brands, there 
were some indications that they discriminated among different 
brands of cigarettes as to blending and flavor. When the R. J. Reyn¬ 
olds Company introduced Camel cigarettes in 1913, the product was 
based on a domestic blend of bright leaf tobacco. This proved so 
popular that Camels quickly rose to first place. Competition there¬ 
upon followed w ith the promotion of domestic blends. In the opin¬ 
ion of executives of the major companies the success of unv cigarette 
was determined to a considerable extent by the flavor or biend of 
the product. The failure' of one brand of cigarettes, which was sup¬ 
ported by large advertising expenditures, was attributed to the lack 
of success in finding an acceptable blend. In the first three months 
that the cigarette was on the market it enjoyed a large sales volume, 
but soon it liecanie evident to company executives that it had failed 
to win lasting consumer acceptance. Sales dropped. Investigation 
showed that many consumers, after once trying the new cigarette, 
did not repurchase, Executives believed that, although the blend 
approximated those of the leading brands, it had failed basically 
because consumers did not like it The importance of blend led the 
Philip Morris Company, hefnre placing the cigarette of that name 
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on the market in 1933, to work out a large number of blends. The 
blenders then chose what they regarded as the twenty best blends 
from this group and forwarded them to company executives for 
final selection. The executives, after careful consideration, finally 
selected the blend which later met with great consumer favor. An¬ 
other illustration of the importance of blend was the transference 
of demand from the inferior tobaccos of the 10-cent cigarettes 
to the standard brands in 1933. when differentials lx*tween these 
two groups were virtually eliminated. Consumers were evidently 
sensitive to quality differences where price differentials were not 
great. 

Although advertising expenditures of each of the Big Three were 
vastly in excess of those of other companies in the field in the period 
of 1930-39, the three leaders did not hold the same relative positions 
throughout the period. Moreover, as is indicated in Exhibits 5 and 0, 
the advertising outlays of these companies varied in effectiveness. 
Over this ten- vear period Chesterfield spent an average of $200,(XX) 
in advertising for each billion cigarettes sold; Camel spent $211,000; 
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and Lucky Strike $199,000. By contrast, the 10-cent brands spent 
less than $30,000 per billion cigarettes sold. 

Questions 

1. Evaluate the various competitive factors influencing the sale of ciga¬ 
rettes. 

2. Were the makers of 10-cent cigarettes well advised to use advertising? 

3. Trice cutting depends for its effectiveness upon the elasticity of de¬ 
mand; advertising relies on shifts of demand." Comment. 

Case V-3: YELLOW CAB COMPANY, BALTIMORE . MARYLAND 

In January. 19,50. the Yellow Cab Company of Baltimore, Mary¬ 
land, faced the problem of whether to maintain the high standard 
of telephone-order service which it had built up since 1946. Despite 
the highest level of sales in the four-year jjeriod since World War 
II, the year 1949 showed the lowest profits of any in this period 
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(me Exhibit 1)* The decline in operating profits was accompanied 
bv a decrease in nonoperating revenues derived from sale of capital 
asserts, chiefly used automobiles. The president of the company. Mr. 
Robert Freedman, ljelievcd that the unsatisfactory profit results 
were attributable in part to the high cost of maintaining telephone- 
order service. He believed that, were the company to decrease its 
emphasis on telephone-order service and increase its share of pick¬ 
up business, profits, at least in the short run, would increase. 

When the company had been taken over by a new management 
on January 15, 19*16, it was in relatively poor condition. The fleet of 
cabs had deteriorated with hard use and poor maintenance during 
the war; buildings were badly in nerd of repair; employee morale 
was low. Sales bad declined despite the flush of wartime business, 
and the cash position of the company was precarious. Telephone- 
order trips had declined to the vanishing point, and the company 
depended largely on pick-up business. 

The new' management promptly set about rebuilding the com¬ 
pany, Major capital improvements were made in the buildings and 
shop equipment. Efficient maintenance and repair practices were 
instituted, and old cabs were replaced with new automobiles as 
rapidly as they could be procured from the manufacturers. A new 
contract was signed w ith the union. Employee morale rose rapidly. 
Sales increased from less than $lk million in 1946 to $2 l * million in 
19*17 and to $2‘s million in 1949. Profits increased from $87,120.13 in 
1946 to *154,479.17 in 1947. 

The improvements iri the company s operations were especially 
noticeable in the quality of service and in the number of telephone 
orders filled by the company.* A driver training program was begun, 
to improve the efficiency and courtesy of service. In recruiting new' 
drivers, tin* company subjected candidates to driving tests, which 
included brake tests of the driver s reaction time in stopping the ve¬ 
hicle. Accident records of candidates were examined prior to hiring, 
and on-the-job training was conducted to promote safety. As new 
cabs Itccumc available, they were placed in service with drivers in 
order of seniority. The cabs were washed daily, and mechanical 

1 The volume of telephone orders filled b\ a rah rompunv w;ts accepted in the 
trade as an important crtteriou of wivur* rendend The smaller independents con¬ 
fined theimch m almost cntirelv to Pickup business Shi important was telephone- 
order jotviit that the Maryland Public Sct\ ice Cwnnmsion, which cub 

woki* iii tin* state, required cab drivers, after discharging [Mssrngm, to drive to 
tha* merest stand and make their ca!k available for telepltonc orders This require¬ 
ment was not generally tumored. and thr commission found enforcement diffuuit 
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condition was checked regularly, A two way radio system was in¬ 
stalled in a number of cabs to improve teleplione-order service 
through radio dispatching.' By 1949 two-way radios had been in¬ 
stalled in 73 of the company’s cabs. 

Revenues of the Yellow Cub Company, so far as they could be 
influenced by management, depended chiefly on the rate of utiliza¬ 
tion of its fleet of cabs. This was because two operating factors— 
rates and the 1 * number of cabs—were controlled by the Public Serv¬ 
ice Commission. Rates were set at 13 cents per mile, with a minimum 
charge of 25 cents. There was no supplemental charge for additional 
passengers. For telephone orders there was a surcharge of 10 cents, 
of which 9 cents went to the driver. These rates were about half as 
much as those prevailing in most American cities comparable to 
Baltimore. The Public Service Commission limited the nmnlwr of 
cabs enfranchised for operation in Baltimore to hi58. Yellow Cab 
had 235 of these franchises—about 20 per cent. The commission 
U'lieved it undesirable to increase the number of franchises Iveyond 
these limits. The Ye llow Cab Company, therefore, confronted with 
a ceiling placed on rates and on the number of cabs operated, con¬ 
centrated its attention on lifting the rate of utilization per cab. Of 
the total time that cabs were available for service, the company 
achieved a utilization rate of 98.46 per cent—practically full-time 
utilization. 1 Under these circumstances the management foresaw 
little hope for increasing total revenues. 

Although the revenue per mile for the Yellow Cab Company was 

8 Hadio divp.iti lime n.*v t<* Inglotpiahtv teh phone-order wtvh'o. Cabs in 

whuh rathm were installed r*-|>Airt*><1 ‘t2.U.b lehplume anifiK idled per d;»v. (.'aIn 
without radios filled only '174 telephone nrdeis per day. Tlt»‘ company attributed 
this ditferrmr to the fact that with ri'hodispalihed rain the driver was rfirvctrtf to 
take a telephone-order rail, ulicri as to n*»nxadio rubs the taking of telephone orders 
was Ml up to thf drrirr's initialise 

* The company pn-wiit^l (lit* following comparable sfutisti’.-* in it* annua) report 
for 1949. regarding rates for the fits! J5 mile* trasrfed 



Cmts 


Cents 

Baltimore... . 


Los Angi-lr* ... 

.70 

Chicago .. 


Prtlslrtirtili . 

.00 

(')cVf’L'kTl(l .. 

. .. r>5 

I)(*tr< of. 

. V i 

New York ( pending f .. 

. eo 

St Louis.. 

. 45 

Philadelphia . 

. 55 

Host* m .. 

. 00 


* ‘Total time available" was limited by tin* length of the ronihined night and 
flay doits of drivers who operated the s dm lev In 1944# this total was an average uf 
206 hours per day for the Yelkm- Cub Company. The difference lirtween total time 
available and time utilized was at wonted for by iKinfents, met ha until delays, 
scheduling. elf. 












374 


BUSINESS ECONOMICS 


the lowest recorded in any major city by the Cab Research Bureau, 
Inc., which prepared comparative trade data annually, the company 
had established an enviable reputation for operating efficiency (see 
Exhibit 2). The president, Mr Freedman, noted, however, that the 
operating cost for telephone-order service was well above that for 
pick-up service. Company records indicated that it cost about SI,ISO 
per annum per cab to maintain the radio-dispatching system which 
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was essential to the acceptance ol telephone orders. It was necessarv 
to rent two-way radio equipment for each of the 73 t abs, at a cost 
of about $1.00 per day per cab. Telephone boxes had to be main¬ 
tained in various parts of the city, as well as several trunk lines at 
the main office. Nineteen operators were required to maintain the 
telephone dispatching system. Mr. Freedman calculated the cost of 
regular service ami telephone-order service as follows: 
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From time to time the company had conducted consumer pref¬ 
erence surveys in the city of Baltimore by sending out mailed 
questionnaires. These questionnaires were sent to a random sample 
of subscrilieis to telephone service, and the respondent was called 
on simply to answer four questions, sign his name, and post the self- 
addressed stamped card. In response to the question “If von wanted 
to call a cab, which company would you phone?” 74 per cent of the 
respondents replied '‘Yellow/' In reply to the question “If you wanted 
to hail a call and one from each company was equally convenient 
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and available, which cab would you choose?" 72 per cent said 
"Yellow.” These results were confirmed by subsequent surveys. 
Confirmation was also obtained from hearings of the Public Service 
Commission in 1949, which indicated that the Yellow Cab Company 
handled two-thirds of all telephone-order service in Baltimore. In¬ 
ternal records of the company also indicated a remarkable growth of 
telephone-order service, as shown in Exhibit 3. In the first quarter 
of 1950 telephone-order service rose to 19.37 per cent of all trips. 

Exhibit .7 
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Ql KSDONS 

1 Should the Yellow Cab Company have reduced emphasis on tele- 
phone-order service? 

~ What would be the riled on the lompans's pick up business if it 
should cease to promote telephone orders? 
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FLUCTUATIONS IN ECONOMIC ACTIVITY 


Thf history of modem industrial nations is indelibly marked by 
upward and downward movements of economic activity, which have 
become popularly known as “business cycles." There is some objec¬ 
tion to the use of the word “cycle" to describe* these fluctuations in 
economic* activity, since they arc not of a regularly recurring nature. 
These? alternate periods of “good" and "bad’’ times vary not only in 
duration but also in amplitude of fluctuation. The late Professor 
VV\ (!. Mitchell defined a business cycle as “a type of fluctuation 
found in the aggregate* economic activity of nations that organize 
their work mainly in business enterprises: a cycle consists of ex¬ 
pansions occurring at alniut the same time in manv economic ac¬ 
tivities. followed hv similarly general recessions, contractions, and 
revivals which merge into the expansion phase of the next cycle; 
this sequence of changes is recurrent but not periodic; in duration 
business cycles vary from more than one year to ten or twelve years; 
they are not divisible into shorter rveles of similar character with 
amplitude* approximating their own. ” 

Because of the* association of aggregate economic activity with 
cyclical movements, it is not always possible to determine whether 
the movement of a particular economic series is clue to cyclical or 
other reasons. The downward movement of data concerning a par¬ 
ticular industry does not indicate a cyclical movement. It is neces¬ 
sary to impinc into the nature of the causes of such behavior rather 
than assume that all upward and downward movements of all series 
are due to cyclical forces Some industries may prosper more' 1 in 
depression periods than in times of prosperity. The complexity of 
the* forces of economic fluctuations prev ent quick and easy identifi¬ 
cation of cyclical ltehuvior. 

The lack of identity of movement of all economic series both in 
direction and in amplitude makes it well-nigh impossible for a 
businessman to avoid a forecast of the future. Decisions must be 

* Wcdcv C Mitchell. ‘"Bittiness (a ties." Tfw Problem and It4 Sating { New York: 
National Bureau of Economic Research 1927 >, p. 468. 
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made in the present concerning the nature and magnitude of de¬ 
mand for his products in the future. This involves present commit* 
ments as to the volume of pn*duction, purchasing, inventory policy* 
veiling costs and selling policy, price policy, and so on Past experi¬ 
ence provides a valuable guide for the executive of a firm, but the 
forecasting of future events involves considerably more than a mere 
projection of past business behavior. An analysis of the relationships 
of the past and an estimate of their reliability in the future is es¬ 
sential. In many cases there is statistical evidence available, together 
with logical explanations, to $up|>ort the sequence of events. In 
other cases, however, forecasting is practically pure guesswork. The 
use of available data together with a knowledge of existing eco¬ 
nomic theory will usualb provide the businessman with a more 
reliable estimate of the future than pun* guess. 

Fluctuations in economic activity mav be measured in terms of 
income { both money and realemployment, and production. These 
three series are not identical. Heal income is a function of money 
income ami prices: production differs from employment because of 
changes in productivity. Production also differs from real income in 
that inventory and capital accumulation or diminution causes dis- 
uepancies between the two. Generally, however, they move in a 
parallel fashion and reflect the upward and downward movements 
in economic activity. 

Frequently an index of business activity is computed. These are 
computed by various firms and organizations, but, since all are not 
composed of the same series, they van in their absolute value and 
behavior. The movements of the Index of Business Activity, as 
computed by the Guaranty Trust Company of New York, are shown 
in Exhibit 1. This index is a composite of the indexes of steel ingot 
production, construction, cotton consumption, bituminous coal pro¬ 
duction, factory employment, carloadings, bank debits, and foreign 
trade. Then? is no one series which satisfactorily measures fluctua¬ 
tions in economic activity for all purposes. Upon examination of 
such single indexes, one finds that all the composite series do not 
move upward or downward during the same period of time, nor 
do those which do move in one direction do so at the same rate.* 

s Thev may difftn b»:aiuc of differ**)! weight* assigned to the individual 
scrim awl the use of different have year*. 

! "Of the eight adjusted series included in the combined index (Business Activity], 
five declined last month and one advanced, The other two srriev factory employment 
and foreign trade, are not yet available. Two of the decline* were due to increases 
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TxhibU I 


INDF.X OF IIOUNKSH ACTIVITY COMPILED BY GUARANTY TRUST 
COMPANY FOR YEARS 101049 



Any index which is a composite of several series must, therefore, he 
an average which fails to disclose a complete picture of all phases 
of activity. Examination of Exhibit 2 reveals that the series presented 
there do not lichuw in an identical manner. Particular attention is 
directed to Series :V7, Loans of Rrfxrrtin g Member Banks , and Series 
38. Set Domain! Deposits of Membir Banks. These two series move 
in op|H»sile directions for tin* periods shown. Comparison of Series 
17 and shows a contrasting behavior. The former exhibits con¬ 
siderably wider amplitude of fluctuation than does the latter. 

It is essential, therefore, that the businessman not relv solely upon 
an index of general business activity. A close examination of the 
series which affect him most, together with an explanation of their 
past behavior, is of more importance than a general index. In an 
attempt to obtain a picture of general retail buving for the coming 
year, an estimate of expected income payments to indmduals la¬ 
conics important, but, to the manager of a chain store specializing 
in women’s apparel, data on sales of such specialty shops in relation 

of le*s than seasonal magnitude m the unadjusted figttrrs. These were in bituminous 
coal jmxhuinm unci radwav freight ioadinp. Raw cotton consumption declined more 
than seasonally, while hank debits to deposit accounts outside New York City rrgh- 
terect & decrease contrary to the usual seasonal trndrncy. The adjusted index *4 
construction Activity moved downward for the second consecutive month" i The Guar¬ 
anty Sundry, June 29, 1949 
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to income payments to individuals in his particular market is of 
greater importance. 

While there has been increasing effort on the part of government 
in various countries to reduce or eliminate the peaks and troughs 
of economic activity, such efforts have not yet been successful to 
the point where the businessman can dejH'ud upon them. He is 
forced to recognize the inevitability of such fluctuations and to in* 
elude them in his planning for the future. lie is, to be sure, interested 
in their causes and the remedies projYOsed for their cure, but his im¬ 
mediate attention is focused upon adjustment to their occurrence. 
In addition to a knowledge of past U liavior of economic series, an 
understanding of the kinds of fluctuations and some theoretical 
framework in which to fit his observations and estimates are es¬ 
sential. 

The businessman is primarily interested in three types of eco¬ 
nomic fluctuations: seasonal, cyclical, and long-term trend. These 
three types of fluctuations are distinguished primarily by the time 
periods involved. Seasonal variation is usually limited to a twelve- 
month period; cyclical fluctuation covers a period of several years; 
while long-term trend is thought of as c overing one or more decades. 
There are other means of classification to distinguish N't ween one 
type of movement and another, but no attempt will be made* to out¬ 
line them here. Which of these types will be- of greater importance 
to a particular firm depends upon the nature of the firm and industry. 

SEASONAL YAHIATIOSS 

Seasonal variations are those fluctuations which regularly recur 
in some consistent pattern within u twelve-month jreriod They are 
known to occur in production, distribution, and consumption. While 
seasonal variations arc generally thought of as fluctuations which 
occur only once during the vcut, there are also monthly, weekly, 
and daily seasonal*. The rendering of hills for purchases charged 
during the month occurs usually during the first week of the mouth 
and does not recur until the following month. Department-store 
and apparel-store sales may reach a peak on Saturdays, with the low 
point on Mondays, depending upon the purchasing habits of the lo¬ 
cality. Motion-picture theaters experience their peak of attendance 
dining the evening hours, while the late morning and early afternoon 
hours of the day enjoy less than capacity' attendance. Whatever the 
period of time used, if there is a seasonal variation of any kind, it will 




Source Arthur K. Hum* Aivi Wesley C. Mitchell, \tm*Hrwg Butin#** Cgcfa* 

York, pf> 84-«&. 
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show a consistent pattern of one or more peaks occurring tlm>ughout 
each period. 

Seasonal variation arises In-cause of the influence of one or txrth 
of two factors: weather and custom. Weather affects the production, 
distribution, and consumption of goods and services. Agricultural 
products can be planted and harvested only at certain periods of 
the vear y and in most cases only one crop per year may l>e produced. 
The time of the year when such activity occurs depends upon the 
weather and the product. Wheat is harvested in the summer and 
bill but is consumed more or less regularly throughout the year. 
Since most major agricultural products are harvested during the 
same period, there is a seasonal demand for farm labor, transporta¬ 
tion, and storage space. These demands must be met during and 
immediately following the harvest period if the crop is to have value. 
The operations of the iron ore mines in the Mesabi ranges of north¬ 
ern Minnesota are seasonal. During the spring, summer, and fall 
months ore is mined and transported to the smelting plants located 
in the* regions bordering the southern shores of the Great Lakes. 
There is a heavy demand for shipping during these months to move 
this ore. and space is required to store it for use during the winter 
months when the lakes are not open to navigation. During the winter 
months mining operations art* sharply curtailed or cease entirely. 
This means lav-offs for workers in the mines and consequent reduc¬ 
tion in their expenditures at local stores unless there is another busi¬ 
ness in that locality which happens to have a seasonal peak during 
the winter mouths and a decline during the remainder of the year. 

Frequently there is a seasonal in both the production and the 
consumption of a raw material, but they occur at different times of 
the year. Cotton for example, is harvested in the fall, but the demand 
for cotton clothing occurs in the spring and earlv summer. The same 
is true of wool, which is shorn from sheep in the spring but con¬ 
sumed most heavily during the winter months for warm clothing. 
Consumption may. however, lx* affected b\ the seasonal in produc¬ 
tion. such as the consumption of melons during the harvest season. 
Satisfactory methods of preserving melons are not yet known, so 
that thev must lx* consumed shortly after Ixung harvested. The same 
is true of many fresh fruits and vegetables, although the introduction 
of canning and quick freezing may tend to level out somewhat the 
seasonal in consumption of some of these. Industries which are 
closely allied to the production and consumption of tlic.se products 
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also experience seasonal variations in their business except where 
standardization of product and ability to store it make j>ossible more 
steady production throughout the year. 

A seasonal variation due to custom is the sharp increase in retail 
sales in stores during the Christmas and Easter periods. This seasonal 
is exhibited in many lines. The banks are called upon to furnish more 
currency and coin for circulation during such periods. At the end 
of the Christmas shopping season, during the curb weeks of January, 
currency and coin are returned to the banks and go out of circula¬ 
tion. Moreover, the seasonal rush of sales during the Christinas sea¬ 
son does not mean that all lines of business engaged in trade experi¬ 
ence a Christmas seasonal at the same time In the manufacture of 
tovs, for example, there is an increase* in production in July. August, 
and September, after which there is a decline. This occurs taeause 
time must be allowed in which to place orders and make deliveries, 
This means that retailers and wholesalers must place* orders in the 
summer months for Christmas merchandise. Immediately, thev are 
faced with the making of a forecast of sales expected almost six 
months in the future. Following the seasonal rise in purchases during 
the summer, there is a seasonal increase in inventories during Octo¬ 
ber and November. This is followed by the seasonal rise in sales 
during the latter part of November and the early part of December. 
Usuullv the peak occurs in the two weeks preceding Christmas Day. 
Similar seasonal developments occur in other industries according 
to the peculiarities of purchase, production, and sale. 

The existence of a seasonal patten) in the original data may be 
tentatively established In’ plotting the data by months or weeks 
for each year. Connect the points freehand and compare the lines 
of fluctuation for several years. If the* movements of the curves are 
similar, there is apparently a seasonal pattern present. II the move¬ 
ments show’ no similarity, the existence of a seasonal patten) is un¬ 
likely, even though the data for any particular year may fluctuate 
from month to mouth. 

Tlie measurement of seasonal variation is not precisely accurate. 
The use of the Gregorian calendar presents several problems. Easter 
sometimes falls in the first quarter, sometimes in the second quarter, 
of the year. In order to make a proper comparison from one year to 
the next w r hen Easter is in a different quarter, an adjustment must 
be made. Furthermore, months range in length from twenty-eight 
to thirtv-one davs, so that some months may have five Sundays 
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while others have only four, The number of days worked each week 
in well as the number of hours worked each day will affect the 
data for purposes of comparison In comparing the performance of 
a given month in one year with the same month in another year, 
the data must !>e adjusted so that the working days are comparable. 
Some firms operate six da vs peT week, while others are open only 
five. The adjustments to U* made de|H*nd uj>on the particular firm 
or industry I icing studied for seasonal variation, This is cjuite im¬ 
portant in retail sales, when the numlier of business days varies from 
month to mouth as well as from sear to year for a given month. 

One of th<’ most widely used methods of measuring seasonal varia¬ 
tion is the jM-rrentuge of a twelve-month moving average In order 
to measure the seasonal variation, it must first be isolated from other 
movements in the data. The twelve-month moving average method 
tends to do this roughlv. since the seasonal occurs once each year. 
The first step is to calculate the twelve-month averages from the data 
Next, calculate tin* percentage of the original data to the centered 
moving average. This result is the specific seasonal. A Ufpiral sea¬ 
sonal is obtained In averaging the percentages to moving averages 
For several sears This tspiral average rnas he converted into an 
index hv a rather simple process.* This method of measuring sea¬ 
sonal variation is satisfactory where the seasonal pattern is fairly 
stable, ft loses what accuracy it jrossr.sses. however, when the sea¬ 
sonal pattern changes over time. Where the seasonal is subject to 
change, another method of measurement should be used, such as a 
ratio of original data to line of trend fitted to specific seasonals by 
months.* 

The men* existence of a seasonal pattern in the data should not Ik* 
taken as complete evidence that there is a regularly recurring sea¬ 
sonal which will appear at the same time in the future. Empirical 
information as to what is going on in the industry is essential to in¬ 
terpret the seasonal pattern. Analysis should be undertaken to ascer¬ 
tain why the seasonal exists, lief ore blind faith is placed upon the 
data alone. This is particularly important in attempting to forecast 
the amplitude of seasonal variation. During the upswing of the 
business cycle the current seasonal index mav show a consistent 
increase for corresponding months over several vears. At the time 

4 Any tbividAnl Ifvlhook on MaIisIu** will explain this proirw isrr F, E. Croxtcm 
«mt D. | Cowdcn. Gttwrui Nfafufk* [New \Yiri, Prentice-1UU, Ii*c\, 1939), 

chap. wii». 

* IM.. P p Mtoff. 
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of such occurrence it is necessary to forecast whether this is a chang¬ 
ing seasonal or an increase due to cyclical or other factors. Also 
included in such a change are trend or growth factors which cloud 
the future of a forecast. Additional information is necessary to sup¬ 
plement the data themselves. 

Once a seasonal pattern has l*ecn identified, there* remains the 
question: What can the business man do about it? There are two 
broad courses open to the firm in meeting the problems of seasonal 
variation. First, it may accept the existence of the seasonal and at¬ 
tempt to adjust its production and sales accordingly, or. second, it 
muv attempt to reduce or eliminate the seasonal variation. In some 
instances, however, the latter course mav Ik* impossible. 

There are many ways in which the firm mav adjust its operations 
to seasonal variation, and only a few will be mentioned here. If 
there is a seasonal pattern in production, steps mav be taken to 
spread production over a longer period. If the product is highly 
standaidi/.ed, durable, not subject to fashion change, and can be 
stored at small expense, there is the possibility of building up in- 
ventories in off-peak consumption periods. This involves a forecast 
of the amount of the seasonal fluctuation. If such a forecast is suc¬ 
cessful, the accumulation of inventory mav result in reduced costs. 
Where production is highly seasonal, so that a large amount of laltor 
is demanded at peak periods and is laitl oft during jverinds of low 
production, the firm is somewhat at the merev of the labor market. 
It must take wliat labor is left over after all continuous employment 
is satisfied If the firm is able to operate over longer periods, produc¬ 
tivity may increase so that costs mav actualk decline. Such inven¬ 
tory accumulation, however, is not possible with manv goods which 
are subject to fashion change, spoilage, etc. There is the case of a 
large farm equipment manufacturer who. for many years, concen¬ 
trated his production in that period of the year when his sales 
were at their seasonal high and operated at a relatively low level 
the remainder of the year. Since his products were relatively bulky 
and of high unit cost, there was considerable expense in storage 
and investment in inventory. Me partially solved his problem by 
offering substantial discounts to dealers in periods of off-peak sales. 
This meant that his dealer organization carried a large part of the 
inventory and purchased at off-peak seasons so that he was able to 
operate on a mom continuous basis. 

Another method of adjusting to a seasonal pattern in production 
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or sales is diversification of product so that the firm is in more or 
less continuous operation throughout the year. This means that 
products with different seasonal patterns are dovetailed so that the 
peaks and troughs of seasonal* fall l>etween one another rather than 
coincide. In many cases this may Ik* done by the addition of a prod¬ 
uct which may lie produced during off-peak periods of the year. 
This solution is not always so simple as it appears. When another 
pnaliict is added to the line, a seasonality different from that of ex¬ 
isting production Ls not the sole consideration. It must l>e a product 
which can he adapted to production by existing equipment with a 
minimum of conversion costs. Preferably it should be a product that 
requires materials which can lie purchased through existing chan¬ 
nels and also marketed through existing distribution outlets, Other¬ 
wise the expenses of production and distribution may make the prod¬ 
uct unprofitable. The more that existing equipment can be used 
throughout the vear, the lower will Ik* the average unit charge of 
depreciation and maintenance so that the addition of a contra-sea¬ 
sonal product may permit of an over all unit cost reduction. This 
leveling-out of o|K<rutions may also be accomplished by the produc¬ 
tion of a product for some other firm during off-season periods. This 
liuiv he of value where the product can lie prtxluoed with existing 
equipment and labor force hut where the marketing problems are 
substantially different from those of the linn’s present line of goods. 

Efforts mas Ik* made to change consumer buying habits in order 
to eliminate seasonal variation, but this is a most ambitious under¬ 
taking. Where consumption is seasonal lieeauso of custom or tradi¬ 
tion, it is almost impossible to rnodifv, but in some cases it has lx*en 
done. The use of advertising to this end is sometimes successful. One 
large insurance company writing automobile liability insurance con¬ 
trols the timing of renewals by assigning expiration dates on a re¬ 
gional basis. This avoids "bunching" of renewals at certain times of 
the year which formerly coincided with the seasonal sales pattern of 
automobiles. Every firm, however, does not possess such control of 
its sales. The individual firm can do little in this respect other than 
to encourage buying in off-season periods. This may Ik* done by 
regular sulrs in the off-peak season, such as the January and August 
"White Sales” in many department stores These sales, if successful, 
will tend to alleviate the seasonal fluctuations for two possible rea¬ 
sons. First, since such sales become regular events, some customers 
may shift from the peak buying season to the sales during off-peak 
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seaborn. This has the effect of lowering the seasonal peak ami raising 
the off-season trough. Second, the sale may attract customers who 
are not regular customers at other times of the year. Tins tends also 
to raise the off-season trough and thus alleviate the seasonal pattern. 
The purpose of a sale in off-season periods may not regularize actual 
consumption, but it may shift the carrying of inventories from the 
seller to the buver. Where consumption is on a seasonal basis be¬ 
cause of the weather, little can be done to alter the pattern. The only 
wav to eliminate seasonal variation is to eliminate the cause, and this 
may he beyond the control of the firm in mam cases. 

The forecast of seasonal variation is not an easy and simple matter. 
While it may be measured as explained above, these measurements 
arc subject to some bias and require qualitative information to sup¬ 
plement them. (Quantitative information is valuable, however, in that 
il i mirth changes from one period to another, and when a departure 
from the seasonal behavior is observed it is a warning to seek an 
explanation as to whv it occurred. After a seasonal index has been 
computed, it should be kept in mind that a forecast on these data 
should allow for other factors to affect the expected lew! of activity. 
The timing of a seasonal ma\ be affected in many ways. A protracted 
drouth may delay oi speed up the harvesting of crops. A mild fall 
and winter season may cause consumers to postpone the purchase 1 
of winter clothing. Unseasonably warm weather may also permit 
construction activity to la* carried further into the- winter than 
originally anticipated. In the Chicago area in the fall of 1948, there 
was an unusually mild season. Homes equip|X*d with storage facili¬ 
ties had failed to acquire stin ks of fuel in the late summer, as had 
been the custom. As a result, the sales of fuel oil anil coal were* lielow 
the amount indicated by the seasonal index. While this decline was 
attributed to unseasonable weather, it could also have I wen due, to 
some extent, to the lack of funds on the part of individuals to pur¬ 
chase large quantities of fuel in advance. The tendencies of buyers 
to hoard in anticipation of scarcity of supply may interrupt the 
usual pattern of seasonal variation. 

In anv case, where a seasonal pattern is present, the businessman 
should attempt to determine its cause* and whether or not it w be¬ 
yond his control. Where it cannot be eliminated or modified, he 
should attempt to forecast the amount of the variation expected, 
using his past experience as shown by his own and supplementary 
data, together with qualitative allowances which may affect the 
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future level of the variation. Random events, together with cyclical 
and trend factor*, will affect the absolute level of his business activ* 
tty at any particular time. 

CYCUCAl, FUCTl ATI OSS 

Cyclical fluctuations differ from seasonal variations in many re¬ 
spects, While seasonal liehavior is associated with the calendar year 
or some specified twelve-month period of time, cyclic al liehavior is 
associated with vary ini; periods of time which are far less predict¬ 
able. Causes of cyclical fluctuations are not confined to weather and 
custom. These fluctuations vary in length from one to twelve years 
and are far more difficult to predict than seasonal behavior. 

The measurement of cyclical behavior is conventionally achieved 
by fitting a trend line to seasonally adjusted data and then comput¬ 
ing the percentage deviation of the adjusted data from the trend. 
Since Imth the seasonal and the trend factors have been eliminated, 
the results show cyclical fluctuation around the trend. Unfortunately, 
however, this method of statistical measurement of cyclical behavior 
includes fluctuation due to random events. The method is one of a 
"process of elimination." but, since we have not eliminated the ef¬ 
fects of random events previously, thev are included in the cyclical 
fluctuations. There is no known method of quantitative measurement 
of random fluctuations. The best that can be achieved is thr* use* of 
the above method with allowances for random fluctuations. Such 
fluctuations do not arise directly from causes inherent in the eco¬ 
nomic system but from such causes as a strike or prolonged shut¬ 
down in some particular industry* In the interpretation of statistical 
data it is important that qualitative factors be used to explain some 
of the fluctuations which statistical devices lump together with cy¬ 
clical fluctuations. 

The averaging of data from several economic series into an index 
number for the purpose of measuring general or over-all cyclical 
fluctuations is also Iwsset with many difficulties. The problems of 
accuracy, weighting, and bias of index mnnliers influence the reli¬ 
ability of tlir results. Over-all indexes of economic activity are some¬ 
what mule, but even in such investigations there is ample evidence 
of recurring periods of good and bad times. 

Exhibit 3 shows cyclical fluctuations in the United States from 
1790 to 1949, Several series are shown on this chart, and cyclical 

* TVe Hnw^uan dock rtrtitf from May to <Vtt>l*«r, 1^*49, Is an example. 
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behavior is present in all of them. It is to he noted that the line 
around which the series fluctuate is horizontal. This is because the 
measurements shown are those described in the preceding para¬ 
graph, i.e M percentage deviations from trend. This chart, therefore, 
reveals nothing as regards long-term trend, It should Ik* noted that 
these cyclical nuneinents are erratic in all phases of the cycle. The 
upward movements, for example, are not smooth but consist of a 
series of relatively short upward and downward movements within 
the cyclical movement itself. The cyclical movement is in spoils 
rather than a smooth contmut>us line. Likewise in the downward 
cyclical movements we find short periods when the movement may 
he upward for a short period of time. This indicates that during 
periods of upswing or downswing there are interrupting movements 
in the opposite direction which are not of sufficient magnitude to 
change the direction of the cyclical movement itself. This has raised 
a great deal of discussion as to whether there arc several kinds of 
cyclical fluctuations going on at the same time or whether there is 
only a single cycle. of which the minor movements are only a part/ 

Further examination of Exhibit > indicates that not all the move¬ 
ments upward and downward are smooth but rather tend to move 
irregularis in jerks or spurts. This lends support to the thesis that 
the factors causing these irregular movements are not identical with 
those responsible lor the entire cycle from p*ak to peak or trough 
to trough. Professor Hansen lias classified the peak to-peak move¬ 
ments as ‘ major and the irregular movements as "minor" evelcs* 
That is the classification which will be used line. He states: 

Quite commonly . . , the term “business cycle" is applied with refer¬ 
ence both to what is called the minor cycle and to the major eyrie. . . 
Particularly in the upswing of the major cycle, there regularly occurs . , . 
one or sometimes two interruptions to the upswing movement. In seven 
of the fifteen major cycles in the period from 1807 to PH7 there were 
two minor recessions and in eight of the major upswings there was one 
minor recession. Since I88T out of six major cycles two were interrupted 
by two minor recessions and four by one minor recession. ... It is to 
be noted that very rarely do minor upswings interrupt the downswing of 
the major cycle. . . . The major cycles vary in length from a minimum 
of six years to a maximum of twe lve years, though with rare exceptions 

T For contrasting view* sec Joseph H. Sk-inimprter, t twine m CytJtf < New York; 
McCiraw-lftll Hook Co. Inc., amt Edwin Prukcy. Economic hluiluatutm In 

the VnUed Store* y Cambridge. Ma». Harvard 1'iwvmify Pie*». MhM I 

* Aivm H. Hanvcn fixrm Miry and Buwtm*t$ Cyrlen (New York: W. W. Norton 
A Co . Inc.. VMIK p. 16. 
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they fall within the range of seven to ten years, the average being slightly 
over eight years. The minor cycles have a range of from a minimum of 
two years to a maximum of six years, though they usually fall within the 
range of three to four years with the average slightly over three and one- 
third years.' 

The existence of a minor cycle has 1*eei» most frequently asso¬ 
ciated with the accumulation and reduction of inventories. The 
theory is that, as an increase in business activity occurs, manufac¬ 
turers. distributors, wholesalers, and retailers attempt to increase* 
their inventories to maintain some sort of ratio Indwern inventories 
and sales. This means that the absolute volume of inventories all 
along the line in the distribution process must rise with an increase 
in the volume of sales. The net result is an increase* in the production 
of goods greater than the real increase in demand on the part of 
consumers. As the increase in demand levels off and men hunts and 
manufacturers achieve the desired ratio In'tween inventories and 
sales, that part of the demand for additional goods which was used 
to maintain this ratio disapjiears, and the result is a dec line in the 
manufacturing industries producing these goods Manufacturing ac¬ 
tivity is then confined to meeting the current demand of consumers. 
Should sales show' a decline, merchants attempt to trim the absolute 
volume of then inventories to maintain the dosiied imenton-sales 
ratio, and the net effect is to refrain from purchasing additional in¬ 
ventories until eurrent inventories have been reduced to bring them 
into line with the lower level of sales. Manufacturers then cease 
production enlirelv or sharply curtail output until merchants again 
begin to buy to meet current demand or until sales begin to rise 
again and thus liegin a repetition of the entire evde. While this 
thesis explains why manufacturing activity tends to rise and fall 
according to inventory demands of merchants, it does not explain 
win sales by merchants rise and fall. This problem will be discussed 
below under the major cycle. 

If the inventory explanation of the minor evde is accepted, then 
in the short run the attention of the businessman is focused upon 
watching inventories in relation to sales. Since it is not alwavs pos¬ 
sible to distinguish a minor cycle from a major cycle, inventory pol¬ 
icy must Ik* co-ordinated with factors associated wdth the major evde. 
The major cycle bears upon other (xdicics of the firm, such as capi¬ 
tal investment, depreciation policy, price policy, selling policy, per- 

* JM., pp 16-19, ptwrtm. 
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sound policy, and similar decisions affecting the future of the firm. 
This means that the businessman must make a forecast covering a 
period longer than short-run inventory adjustments, and, in order to 
do this, he must be able to identify the phase of the cycle in which 
he finds himself. 

Pfuutc# of the Cycle 

A major business cycle passes through four phases of develop¬ 
ment: depression, revival, prosjH'rity. and recession. These periods 
are not identical in length. In anv given cvole the depression period 
may he long relative to the period of recovers and prosperity. In an¬ 
other cvele the relationship mav he the rev erse. Then is no clear line 
of demarcation between the end of one phase* and the Iwginning of 
the next. 'Hie transition from one phase to another mav or may not 
f>e abrupt and is not always easily discernible. In spite of the diffi¬ 
culties of observation and measurement, it is helpful to divide the 
cycle* into these lour phases for stndv and investigation. 

During the depression phase* of tin* c ycle, production has !>een 
reduced to meet hand-to-mouth buving policies of consumers, un¬ 
employment is large, costs of both labor and materials have fallen in 
relation to selling prices, interest rates are low, hanks have larger 
reserves, and the desire to hold cash rather than other forms of 
wealth is high. Those factors which have refused to accept lower 
compensation in relation to selling prices of their prod tills are un- 
emploved while others mav Ik 1 employed at lower rates. Purchases 
hav e lw*eu confined to necessities; those goods whic h have durability 
hav e been pressed into longer service The economy is at "rock bot¬ 
tom." The outlook for tine future is not bright, and businessmen are 
unwilling to male long-term commitments In fact, they may at¬ 
tempt to scale down some of their burdensome fixed c harges which 
were incurred during more prosperous times. Little* or no new equip¬ 
ment is purchased other than for replacement. This does not mean, 
however, that no expansion whatever occurs during depression. 
Some businessmen mav look upon the* depression as an opjxutunity 
to prepare for letter business in the future and engage in additions 
to plant and equipment while the* costs of such construction are low 
relative to expected future prices. There are also some industries 
which may be enjoying a relative degree of prosperity during de¬ 
pression. Such was the development of rayon and rayon fabrics 
during the depression of the early thirties. Other than such ex cep- 



m BUSINESS ECONOMICS 

tions, however, economic activity is at a minimum consistent with 
current demand. 

Eventually, during a depression period, machinery will wear out 
and will have to be replaced. Or possibly some new invention or 
improvement will stimulate demand for goods and services. An 
announced policy of government spending may cause a change in 
attitude which will bring about increased expenditures and thus 
cause an increase in general business activity. Whatever the cause 
for increased optimism on tin; part of consumers and businessmen 
which increases expenditures, once the revival is begun, it tends to 
grow at an increasing rate. With the increase in optimism, business¬ 
men lw*gin to anticipate that future prices will be in excess of current 
costs or expected future costs and thus profit prospects increase. 
This results in placing orders lor new equipment and replacement of 
old. Inventories must be replenished and increased to keep pace 
with increased demand. Durable goods whose purchase was post¬ 
poned during the depression are now more eagerly sought. Employ¬ 
ment increases, bank loans increase, and, as the prosperity phase is 
entered, Imttleneeks begin to appear in mam lines, resulting in 
sharply rising prices. The growth in economic activity continues at 
an accelerating rate. These developments are characteristic of the 
period of recover)'. 

The* period ol prosperity is marked bv high profits, high employ¬ 
ment, rising prices, rising costs and wages, rising interest rates, and 
a high level of demand. As the prnsjxritv continues, costs tend to 
catch up with prices, and profit margins l>egin to diminish, the rate 
of increase in demand for many goods tends to decline, supply be¬ 
gins to catch up with demand as lx>ttlenecks disappear, and a gen¬ 
eral feeling of uneasiness logins to spread over the business atmos¬ 
phere, Inventories are high und, as some* unemployment or threat 
of unemployment logins to apjiear, the outlook for the future dims, 
and the rate of spending on the part of both consumers and business¬ 
men tends to decline. As profit margins tend to decline, businessmen 
are less inclined to risk investment in operations which will not be 
productive until some future date. Interest rates tend to rise, prices 
tend to level off, and there is a fear that they may decline and result 
in some losses, so that the optimism of prosperity fades into pessi¬ 
mism and a period of recession sets in. 

The period of recession is marked bv many adjustments or at¬ 
tempts to adjust to the changing situation. Banks become more con- 
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cemed about their outstanding loans and call them in or refuse 
extensions as credit risks become more hazardous. Businessmen at* 
tempt to cut costs wherever possible and also to reduce prices in or¬ 
der to hold their trade. Some price's are sticky and do not fall rapidly, 
and this usually results in speeding up the increase in unemployment. 
Plans for expansion are canceled, and durable goods which still have 
useful lives are retained in use or placed in idleness so that their re¬ 
placement or repair is postponed. Current demand is met largely 
from inventors . People tend to hold onto money rather than spend 
it. This behavior leads toward depression, and the cycle is complete. 

Security prices generally tend to reflect business conditions and 
hence fluctuate with movements in economic activity. The move¬ 
ment in security prices is not always parallel to business activity. In 
the summer and fall of 1929 security prices were highly inflated, 
while prices of manufactured goods and services and wage* did 
not exhibit such an inflation. The general lewd of economic activity 
rose during the twenties, but stock prices rose proportionately more. 
Again in the recovery of the thirties and the recession of 19)7, secu¬ 
rity prices tended to van with general economic activity. Such has 
not been the cave since the end of W orld War If. however. The rela¬ 
tionship of security prices, particularly common stocks, to the gen¬ 
eral level of economic activity has been difficult to establish. While 
employment, profits, sales, and prices have risen and remained at 
high levels, no definite trend is vet discernible in the price of equity 
shares. Although one would expect the securities market to reflect 
general business conditions, it has not proved dependable as an indi¬ 
cator of present or future events. 

m s/v/;s\s <:k:u. Tiir.onn:s 

The occurrence of business cycles has been attributed to a variety 
of causes. Earlier theories of business fluctuations tended to assign 
one particular factor or group of factors as the primary cause of 
cyclical behavior. This implied that control of tins single or particu¬ 
lar group of factors would eliminate the cycle. Business cycles have 
l>een unique, in that the combination of forex* which brings them 
alwwit is rare!) the same. The same set of forces may be present but 
with varying importance. Business-cycle investigations, therefore, 
have subsequently developed less rigid theories and placed greater 
emphasis upon the varying relationships of these forces. Few con¬ 
temporary students of the cycle would accept an explanation of the 
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business cycle in terms of a single causal factor. The more rigid the¬ 
ories have made their contribution to the development of cycle the¬ 
ory ami for that reason will be discussed briefly below. The decline 
in importance of some of these theories is not due to their outright 
rejection but perhaps to either a lack of statistical data to verify them 
or the rise in relative importance of other contributing causes. 

Theories of business cycles may be divided into two broad classi¬ 
fications: exogenous and endogenous. Exogenous theories are those 
which attribute the occurrence of economic fluctuations to causes 
originating outside the economic system itself. Phenomena foreign to 
the economic system occur, and the system then attempts to adjust 
to them. The adjustments either increase or decrease the level of 
economic activity. The outbreak of war, for example, is considered 
to be outside the economic system, but its impact upon the economy 
is rather impressive Emlogrtuaut theories attribute the cause of c\- 
elical behavior to phenomena inherent in the economic svstem. Insti¬ 
tutional (actors play an important part in this theory. Strict classifi¬ 
cation of these theories is not alwavs simple*. For example, one inuv 
ask whether the issuance of a government regulation is an event 
within or without the economic system Depending upon its nature, 
it may lie placed more easily in one classification than in another. 
This will become more apparent as the theories are discussed. The 
placing of a theon in one category for the purpose of discussion 
does not exclude it from the other. The theories discussed tielow 
are. classified as follows: 


Exogenous throw's 
Sunspot and weather 
Crop yield 
innovation 
Wur 


Endofcciu > m.v t hri >ries : 
Profit 

Monetary and credit 
Nonmonetary 
Overinvestment 
Underconsumption 


Suropof and Weather Theories 

Various attempts ha\e been made to relate the fluctuations in 
business activity to the appearance and disappearance of sun¬ 
spots. The earlier theories traced the effect of sunspots upon the 
weather, which, in turn, affected crop yields, and this, in turn, af¬ 
fected the level of business activih. Both \V. S. Jevons and II. L. 
Moore supported this theon with some slight variations in their 
respective developments, Jevons noted the appearance of sunspot 
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cycles which coincided with business cycles from 1815 to 1857. loiter 
data did not support this theory, and it was practically forgotten 
until the middle 1930 s, when the theory was again revived. This 
later theory suggests a relationship between human energy and sun* 
spots. Sunspots, which appear in evcles. tend to affect climatic con¬ 
ditions. and this effect is transmitted into cycles in the level of human 
activity, which, in turn, affects economic activity. According to this 
theory, when we feel ambitious ami energetic from solar stimulation, 
we apply ourselves with more vigor to our daily activities, and this 
causes a sj>eeding*up of economic activity. As our energy w anes and 
we liecomr lethargic, we are less efficient and careless, and hem* 1 
economic activity declines. Another variation of the theory is that 
the increase in bright areas on the surface of the sun cause an in¬ 
crease in tile ultraviolet ravs reaching the earth. This stimulates us 
to think more elearlv, ;*<*t more energeticallv, and thus causes the 
level ot economic activity to rise. As these bright areas disappear, 
as a result of an inc rease in the number of sunspots we have a decline 
in human performance, with a resulting decline in economic activity. 
This has led one writer on the subject to suggest that, it this thesis 
l>e correct, we could eliminate business cycles bv means of ultra 
v inlet ray lamps. 

because of failure of correlation between sunspot and business 
i vclrs and failure to establish a more certain line of causal relation¬ 
ships fvetween the effects of solar radiation and ultraviolet rays ujwm 
the human boctv. little acceptance lets been given to these theories. 
Tor that reason thev plav no part in the forecasting of future eco¬ 
nomic conditions by the businessman. Until such time as more 
empirical knowledge is available concerning the effects of sunspots 
upon human activity, these theories avail us little as to tin* causes of 
business fluctuations. 

Crop-Yield Theory 

This theory is closely associated with variations in the weather 
and climatic 1 conditions Weather affects crop yields, and flits, in 
turn, affects economic conditions. Earlier theories of this type held 
that a large yield of agricultural products heralded a period of pros¬ 
perity. while crop failures meant depression. In a society which is 
largely agricultural a positive correlation of this type mav well pre* 

Mnn (' ltiatt, Bu jifuh Cycle, and I 'rtruslirig (Oiiugo; h ithalJ D, Irwin, 
Inc., ISMS*, p, 165. 
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vail, but in modem industrial nations it is not dear as to whether 
the correlation is positive or negative. That is to sav, there is the 
difficulty, in modem times, as to whether high or low yields an* asso¬ 
ciated with prosperity or depression. There was the decade of the 
1920\, which is historically recorded as a period of prosperity; but 
during this time agricultural prices and income were declining rela¬ 
tive to other prices and incomes. In the earlier part of the 1930's; 
then* was depression in ix>th agricultural and industrial spheres of 
the nation's economy, although crop yields were high. 

There art; observable fluctuations in agricultural output which 
move in cyclical fashion, but there is little correlation between agri¬ 
cultural cycles and those ol industrial production. There arc* statisti¬ 
cal difficulties" present in measurement of agricultural c ycles similar 
to those in industrial production. The cycle*, or variation, in output 
of agricultural products is not the same for all products. It is diffic ult 
to identify (he agricultural cycle. 

While there is little* relationship between general fluctuations in 
crop yields and industrial production, there is rather close pisitive 
correlation lietween agricultural prices and industrial activity. This 
correlation has led some to jump to the conclusion that low agricul¬ 
tural prices are the cause of low industrial activity. Supporters of 
the farm pricr-suppnt program implv such a theory frequently in 
their arguments that there can Ik* no prosperity for all unless the 
fanners are prosperous The relationship Ivetween agricultural prices 
and industrial activity is rather complex. Some writers have argued 
that industrial activity affects agricultural prices. This theory is just 
the reverse of that which argues that changes in agricultural output 
cau.sc business cvcles. This group contends that the rise of industrial 
prices and wages increases the income of those employed in industry. 
Because ot increased incomes, the demand for agricultural pnxhicts 
increases and results in increased prices for these products. This 
piMtiou. however, is valid oulv on the assumption that the supply 
of ugricultui.il products is inelastic in the short run and that some 
of the increased incomes of industrial workers will In* spent on addi¬ 
tional agricultural products This theory removes all causal effects 
from the agricultural sector of tin* economy and makes price's of 
agricultural products dependent upon the price and output level of 
the industrial sector of the economy. Perhaps the chief reason for 
this position is the assumption that agriculture plavs a role in total 
economic activity relatively minor to that of industrial activity. 
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Of chief importance to the businessman is the relationship of the 
prices of his raw materials and end products in relation to agricul¬ 
tural income rather than lire over-all relationship of fluctuations in 
agricultural output and prices to industrial activity. An increase in 
crop yields will cause a decline in agricultural prices if the demand 
curve for such produce is negatively inclined and docs not shift. An 
increase in the yield of corn, for example, will cause a decline in the 
cost of producing starch and glucose under this assumption. It is pos¬ 
sible, if the demand for starch and glucose products is elastic, that a 
reduction in their prices will so increase volume as to increase de¬ 
mand for corn and thus maintain or increase its price in spite of the 
larger yield. Where agricultural products max' Ik* easily substituted 
for one another, the relationship between yield and prices Incomes 
more complex. Such is the situation in the use of vegetable oil.? which 
are derived from cottonseed, soybeans, flax, and other agricultural 
produce. An increase in the vivid of one of these products with no 
change in yield of the others may cause a decline in the price of all. 
The effect of these price changes upon overall economic activity 
depends upon the importance of these products in the economy . 

drop yields, while they affect the level and nature of economic* 
actisitv, do not furnish an adequate explanation of business cycles. 
They arc more in the* nature of contributing causes than a total ex¬ 
planation. The businessman would do well to acquaint himself with 
the effect of crop yields and agricultural prices both ii|x>n tin* total 
level of economic’ activity and upon his particular industry and firm. 
It is suggested that he not depend upon fluctuations in agricultural 
output and prices as a barometer of general economic activity. 

Innovation Theory 

According to this explanation, business cycles are the results of 
invention? and their subsequent economic exploitation. This theory 
was developed bv the late Professor Schumpeter as a corollary to 
his theory of intimation profits. The thesis maintains that, when 
an entrepreneur makes a discovery of new products or methods, he 
is imitated by other entrepreneurs as quickly as they are able to 
acquire knowledge of the product or process. A new discovery calls 
for new* productive capacity or modification of the old. This mean? 
an addition to physical output, the employment of more labor, an 
increase in spending, and the supply of goods must therefore in- 

1! V-r Part I. jrp IT-Pa 
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crease to meet the greater demand for old as well as new products. 
This causes a cumulative period of expansion of production of both 
capital and consumer goods. The increase in demand causes a rise 
in prices winch increases profit prospects. 'Hus induces other entre¬ 
preneurs to enter the market and thus add to the demand for new 
productive resources. 

This theory is more complete than the preceding one. in that it 
offers an explanation for depression as well as prosperity. As new 
entrepreneurs enter an industry, the profits of the industry tend to 
decline. New entrepreneurs increase the supply of goods relative to 
demand, and prices fall. With falling prices and diminishing volume 
of output jw r seller, costs rise, and profits decline to the point where 
no new entrepreneurs arc attracted into the industry. This causes 
the demand for productive facilities to decline, and unemployment 
occurs in those industries formerly supplying this demand. 'Mils 
means a reduction in consumer expenditure, which reduces profits 
even further and jjossihlv causes some entrepreneurs to suffer losses. 
This turns into a downward moxemeiit in which attempts arc made 
to reduce costs, and the movement becomes cumulative in a down¬ 
ward direction. This downward movement will continue until there 
is a sufficient reduction in the numl>er of firms to permit the earning 
of ‘normar profits. 

Unless there is a new discovery, it is presumed that the period of 
depression will continue indefinitely Prosperity, under this theory, 
depends upon a continuous series of inventions or innovations If 
the inventions or innovations are evenly spaced and have equal ex¬ 
pansionary effects, there will l>e a continuous period of prosperity, 
If. on the other hand, the inventions are hunched at irregular inter¬ 
vals, there will f*e periods of expansion and contraction Professor 
Schumpeter's explanation of the business cycle is based on the as¬ 
sumption that inventions are bunched and hence the periods of pros¬ 
perity and depression. One of the reasons for this apparent bunch¬ 
ing, he explains, is that an invention or discovery of a new- product 
or process hv one entrepreneur causes competitors to strengthen 
their efforts to copy the original discovery or produce sufficiently 
close substitutes so that there is an increase in demand for the fac¬ 
tors of production. This is transformed into an increase in the lev el of 
economic activity. These inventions and discoveries are usually 
looked ti|K*n as events outside the economic system, and their ap¬ 
pearance tends to set up reactions within the system. 
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There is strong historical support for this theory. Professor 
Schumpeter pointed to the era of railroad building following the 
Civil War. This Ixxrm reached its highest point during the 18540's 
and was followed by a boom in suburban electric railways. This 
Ixxirn reached its p*ak about 1910 but was followed bv the develop* 
merit of the automobile in the second and third decades of this 
century. The discoveries in each of these industries caused the con¬ 
current growth and expansion of affiliated industries, such as chem¬ 
ical, rubber, glass, steel, ami constnietion. The chief weakness of 
the theory is that it does not ac<*ount for the minor fluctuations 
which occurred during the long up- and downswings in each of the 
innovating periods. Tlicv may lw placed in the category of adjust¬ 
ments, but, as such, they arc not predictable under this theory. 
Tl.is tlieorv also demands no periodicity of economic' beliavior, simx* 
all stimuli come from outside the system This is a very important 
theoiA for specific industries, such as the radio industry during the 
1920's, and the te levision industry at pn-sent. Technological change 1 
has an impact upon economic activitv and affects all industries in 
various degrees. This factor must be taken into account bv the 
businessman in making forecasts of future eeonomic developments. 
It is a factor to be considered, although it is not submissive, to 
statistical measurement as art 1 some other economic variables. 

Hnr 

W hile there are some who offer war as an explanation of business 
cycles, it is more in the category of a random caii.se. However, 
it does func far-reaching effects upon the economic system which 
go beyond the duration of war itself. The outbreak of war interferes 
with the direction of movement of economic activity. A belligerent 
nation must sharply increase its productive capacity so as to increase 
its output of w ar materials. Such nctivitv usually causes inc reases in 
the money supply and in prices, and frequently it brings the arbitrary 
allocation of economic resources. There are accompanying develop* 
omits which affect economic activity for a considerable perirKl into 
the future. The birth rate, and hence the population, increase, Also 
there may be considerable migration from other nations to augment 
the la!x>r supply. Foreign labor is attracted bv higher wages and 
may move if not restricted. Because of increased demands for skilled 
labor, training must be giv en in various trades and skills. The in¬ 
creased population, larger trained labor supply, and increased pro- 
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ductivc capacity exist after the war and will affect the level of busi¬ 
ness activity. These are factors to be considered when there is some 
postwar planning undertaken during a war. 

As for war causing business cycles, the explanations offered are 
more in the nature of an explanation of depressions rather than 
the complete cycle. Because of the increase in money incomes dur¬ 
ing the war, together with a restriction on civilian goods, savings ac¬ 
cumulate which will be spemt when the war ends and conversion to 
civilian production takes place. There is a vast pent-up demand 
awaiting satisfaction In the postwar period there is a great effort 
to expand and satisfy this demand The rale of production is such 
that it must satisfy not only the accumulated demand but also 
current demand plus normal growth. Once the* accumulated demand 
is satisfied, there remains only current and normal growth demand, 
so that all the productive capacity required in the immediate 
postwar period is no longer needed. There results a decline in both 
capital- and roiiMivner-gonds industries, with resulting unemploy¬ 
ment and declining prices. Economic activity must decline and will 
not turn upward until productive capacities and inventories are 
depleted or until some random event (such as war* again arti¬ 
ficially stimulates the* demand for more goods. 

Profit Theory 

This theory places emphasis upon the role of the entrepreneur. It 
is he who makes decisions to hire resources and enter into production 
with the expectation of making a profit. When entrepreneurs antici¬ 
pate that tilt* margin between cost and price will increase, or at least 
remain stable, they expand output in the hop* of obtaining increased 
profits. Increasing profits increase the optimism of the businessman. 
In an atmosphere of optimism Ixith businessmen and consumers 
tend to spend freely. This calls forth increased supplv to meet the 
additional demand, and the level of economic activity continues 
upward at an increasing rate. 

All changes in prices, exists, expenditures, money, and credit are 
interprets! by the businessman as to their effect upon future profits. 
A fall in prices means a reduction in profits, unless exists fall propor¬ 
tionately, so that future activity is curtailed. An increase in the 
interest rate affects future profits, other things being equal, and 
the businessman adjusts his plans accordingly. Profits play the 
central role in this theory. Whatever occurs to brighten profit 
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prospects causes an upturn, and when the outlook for profits is dim, 
business activity is curtailed. Hence Hie cyclical swings in economic 
activity. While this theory explains the reactions of the businessman 
to changes in the economic system, it does not explain whv these 
changes occur. The theory is realiv psychological in nuture. Profits 
—that is, expected profits—determine the mood of the businessman, 
and the expansion and contractions of economic activity are directiv 
correlated to his optimism and pessimism respectively. 

Professor A. C. Pigou has contributed greatly to the psychological 
explanations of the business cycle in bis book on Industrial FfurfiMi- 
tums™ He points out that economic fluctuations occur localise of 
waves of optimism and pessimism. The businessman is dealing with 
tin 1 future in his decisions, and this introduces the element of un¬ 
certainty. The businessman assumes risks when dealing with the 
future, and tin* assumption of risks introduces the |H>ssihilitv of 
error, In a period of optimism businessmen make decisions as to 
the prospect of future profits and entei into commit merits. As the 
future develops into the present, the businessman is able to ascertain 
whether be correctlv estimate! his risk If he did so, he is optimistic 
and cither stabilizes his activity or continues expansion, but if he 
discovers that he was in error and overestimated his possibilities, be 
becomes pessimistic and attempts to correct bis error. This leads to 
contraction, and. if such an attitude is general, a period of depression 
sets in. 

Tile profit tbeorv, along with other psychological theories, does 
not concern itself with the problems discussed in the theories below, 
such as overinvestment, underconsumption, and economic malad¬ 
justments. The turning points from prosperity to depression and 
vice versa are explained in terms of the attitudes of the businessman, 
Professor Halierler states on this jKiint; "The psychological theories 
as such arc not concerned with specific assumptions as to the nature 
of the maladjustment which brings about the collapse of the boom. 
The result of the optimistic error with which the psychological 
theories are concerned mav l>e shortage of capital, insufficiency of 
consumers’ demand or horizontal misdirection of capital: the 'psy¬ 
chological* theory is compatible with any or all of these hvpoth- 
esex. ,,,: The psychological theories are of value to the businessman 

:i A. Cl. Ptgnn, lrultitfnal Flut'tuatinnt 2d rd.: Macmillan A (x»,. Ltd., 
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in that, if businessmen as a group are optimistic or pessimistic, 
there is a tendency for their expectations to develop. That is to 
say, if businessmen generally expect that demand will decline in 
the future ami restrict their plans for expansion or cancel them 
entirely and restrict output in the present, such action will bring 
about a reduction in the level of consumer income and hence a 
decline in demand. In a society motivated by profit it is essential 
tluit the businessman take the psychological factor into account. 

Monetary and Credit Theory 

This theory attempts to explain cyclical fluctuations solely in 
terms of expansion and contraction of the money flows from pro¬ 
ducer to consumer and back to producer. According to the ex¬ 
ponents of this theory, bank credit (deposits) plays a large role in 
our society as the medium of exchange, and it is primarily the 
expansion and contraction of bank credit which is responsible for 
the change in economic activity. In periods of prosperity prices 
rise, the physical quantity of goods sold increases, resulting in a 
rise in the total volume ol money transactions. Unless the existing 
money supply turns over at a more rapid rate or the supply of 
money is increased, there can lie no price rise. In this theory the 
causal factor in a jieriod of rising prices is the increase in money sup¬ 
ply, together with a jiossible change in the rate or turnover of money. 
In periods of depression the volume of transactions and prices both 
fall The supply of money is contracted or the rate of turnover de¬ 
clines or a combination of the two occurs. Existing supplies of goods 
cannot be purchased at their original prices with a decreased money 
supply. lienee the price level must fall and this initiates a down¬ 
ward movement. W hile it is true that the institutional organization 
of our banking system plays an important role in economic activity, 
the extent to wlut h it brings alnuit economic fluctuations does not 
enjoy unanimous agreement. There can be little doubt, however, 
that our monetary system is a conditioning factor, if not a positive 
force. 

The most detailed monetary theory of the cycle has lieen offered 
by Mr. R, G. Haw trey. 4 His theory is summarized below as 
typical of this explanation of the business cycle. Great emphasis is 
placed upon the role of the trader or merchant and the hanking 

11 K C Hdwtrrx, The Art of Centra} Banking i l^mdon. LtuitytutBs, OfHSft a Co.. 
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system in economic activity. His actions are primarily influenced In' 
consumer outlay, which is defined as the total expenditure on both 
consumer goods and investment goods, that is, the part of con- 
sumers' incomes which is saved and invested. All phenomena which 
affect economic activity, exogenous or endogenous, transmit their 
effects by means of an increase or decrease in consumer outlays, 

The cause of a change in consumer outlay is a change in the 
quantity of money. A decrease in the quantity of monev of appre¬ 
ciable proportions causes a decline in the demand for goods. Mer¬ 
chants who have purchaser! go«x!s in anticipation of demand prior 
to the decrease in money supply are unable to dispose of their 
inventories at expected prices. They curtail or cancel existing orders 
with producers, who then fare the same problem. Stocks accumu¬ 
late. losses occur, production falls, unemployment increases, and a 
period of stagnation apj>ears and continues until prices, including 
wages, are adjusted downward to permit the sale of the goods at 
prices which the new level of money supply will support. Thus 
a period of depression is one in which there is u fall in consumer 
outlay, and a period of prosperity is one in which there is an increase 
in consumer outlay. 

The role of the banking system in this theory is the expansion and 
contraction of credit. The creation of credit (bank deposits) and 
the regulation of its amount are under the control of the bunking 
sy stem. The instruments of control are the discount rate and the 
purchase and sale of securities in the open market. The lowering 
of the discount rate induces merchants to borrow, and an increase 
discourages such loans. The purchase of securities in the open 
market expands bank credit, and their sale contracts credit. Banks 
are limited in the amount of credit they may c reate by the reserve 
requirements of law and custom. Under given conditions a certain 
amount of cash (reserves) is necessary to support a particular 
amount of outstanding credit. The upper limit to credit expansion 
because of reserve requirements plavs an important role in the 
explanation of the upper turning point in this theory of the business 
cycle. This position of the banking sy stem is important, since it is 
assumed that merchants are very sensitive to changes in the dis¬ 
count rate, i.e., the rate is an important element of cost of operation. 
A reduction of the rate relative to selling prices of goods increases 
the profit margin, and an increase reduces the margin. 

An upswing in business activity occurs when credit is expanded. 



m BUSINESS ECONOMICS 

A» expansion of credit occurs because the banks have high reserves 
in relation to outstanding deposits and are under pressure to increase 
loans. I Amts may be increased by means of less stringent credit 
mjiurcnumts, changes in terms of repayment, or reduction of the 
discount rale. Since the merchant is sensitive to changes in the 
interest rate, a small reduction increases his profit margin, and he 
Imivtows funds to enlarge his inventories. This means more orders 
for producers Producers, in order to meet the increased orders, 
must increase employment. This results in enlarged consumer in¬ 
come ami outlay. Increased demand causes the sales of merchants 
to rise, and, in order to maintain their customary ratio between 
inventory and sales, they increase their orders to the producer, 
which further increases consumer income and outlay and, therefore, 
merchants' sales. A circle of cumulative expansion is set in motion. 
Hath time the merchant increases his orders to the producer, lie 
borrows more funds from his bank. While the theory does not ex¬ 
plicitly state it, one may assume that producers also increase their 
borrowings in order to meet the greater demand. 

As the upward spiral in demand and supply continues, pressure 
is put upon productive resources. As resources ln-come more fully 
employed, a further increase in demand for goods and services 
brings a response of higher prices In order to meet higher price's, 
the merchant and producer must secure additional bank loans to 
cover inc reased costs. Rising prices, however, offer possibilities of 
inventory profits, and this further enlarges the demand for borrowed 
funds. Further pressure is put upon prices by pressing idle balances 
into serv ice, that is to say, the rate of turnover of the monev supply 
increases, The' greater demand upon hanks for additional credit 
puts pressure upon their reserves. Another phenomenon affecting 
the reserve position of the banks is that the increased volume of 
transactions causes a greater demand for cash on the part of con¬ 
sumers to finance' their increased outlay. The banks are called upon 
to furnish this cash, and this drains their reserves' into the hands of 
the consumers. If the banks are unable to replenish their reserves, 
they must take steps to combat the drain upon them from additional 
loans and the provision of more cash. Applications for credit are 
more closely scrutinized, regulations on loans In-come more strin¬ 
gent, and usually the discount rate is raised. The former means 
that new* loans are denied, and the latter that the cost of new loans 
is increased. 
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The restriction of credit brings an end to tlie period of expansion 
and prosperity and causes a downturn to set in. When merchants 
and producers are unable to get additional loans, they are unable 
to place orders for new goods. Hits causes the unemployment of 
wage earners, and, as a result, there is a decrease in consumer 
outlay. The decrease in consumer outlay is caused not only by 
failure to increase the money supply but also bv refusal of banks 
to grant new loans as old ones are repaid. This contraction in the 
money supply causes goods to remain unsold at their original prices, 
and the pressure to repay loans forces merc hants to reduce prices 
in order to secure funds for repayment. This further lowers con¬ 
sumer incomes and subsequently consumer outlay. Furthermore, 
rash tends to he hoarded as workers become unemployed, and tins 
causes a reduction in the rate of turnover of the existing money 
supply. As consumer outla\ is reduced, so are merchants’ sales and 
hence their needs for credit. Each movement reinforces the other, 
and then* is a cumulative downward movement of output, incomes, 
and priors. 

As prices and output fall, further reductions arc* expected, and a 
penod of depression develops. 1 hiring the depression loans are 
repaid or foreclosed, cash balances of consumers are spent and are 
subsequently returned to the banks to repax loans, and the reserve 
(Misitions of the banks improves. As resenes are accumulated above 
the customary reserve ratio, banks are under pressure to lend, and 
promotional policies are followed. Discount rates which were in¬ 
creased during the prosperous period are lowered to encourage 
merchants to Iforrow. If this policy is not sufficiently productive, 
lunks may purchase securities from the public. This places cash in 
the hands of consumers. If their cash balances become excessive, 
they either spend or invest it, and this increases consumer outlay 
and thus stimulates sale* of merchants. The upward movement is 
again set in motion. 

This theory suggests that the business cycle could l>c eliminated 
if banks would continue to grant credit, once the upward movement 
logins. It also suggests that, so long as banks are limited in the 
granting of credit bv reserve requirements. 1 Krause of either legal 
reasons or the institutional organization of the monetary standards, 
there will be fluctuations in business activity. There are not many 
businessmen or economists, however, who would subscribe to the 
theory of unlimited expansion of the money supply as a cure-all 
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for economic* fluctuations. While this theory explains the movements 
during a business cycle, it does not explain why all the causal 
events occur. The behavior of the merchants indicates some psycho¬ 
logical reactions. The theory does contribute to the relationship 
f>etweer» consumer outlay ami the quantity of money. It also offers 
an explanation of the relationship between the rise in prices and 
the rise in the quantity of money in prosperous periods. Perhaps 
its greatest weakness is the heavy emphasis upon the merchant as 
the main factor in business activity. 

Monetary Overinventmvnt Theory 

All the overinvestment theories have the common characteristic 
of emphasis upon the role of investment in economic fluctuations. 
Under these theories the purchase ol capital goods and durable con¬ 
sumer goods is considered an act of investment. The purchase of all 
other goods is classified as consumption. The industries producing 
capital goods and durable consumer goods exhibit greater amplitude 
of fluctuation in output than do those producing for current con* 
sumption. This behavior is supported bv statistical data, as shown in 
Exhibit 4. During a period of general expansion, output of producers* 
and consumers' durable goods increases more, while during the 
downswing it decreases more, than docs the output of consumption 
goods. This wider amplitude of fluctuation arises primarily because 
of overdevelopment of the durable-goods industries in prosperity. 
The fact that the goods are durable is the fundamental cause of this 
sensitiv itv to c hanges in economic conditions. Durable goods pur¬ 
chased todav are consumed over curving periods of time, depending 
upon the extent of their durability, Producers* durable goods are 
used to produce other producers’ goods or consumers' goods. They 
usually last for several years. Once the demand for the goods has 
l>ec» met, there is no further need for a continuous supply except for 
replacement. The same is true of consumers* durable goods. The pur¬ 
chase of durable goods can 1m* postponed when occasion requires. 
The old machine may be repaired and used for an extra year or two 
instead of heing replaced. The same is true of an automobile or piece 
of furniture 

The main thesis of the argument is that during the period of 
expansion the capital-goods and consumer durable-goods industries 
are ovrrdcvelojjed relative to the consumption-goods industries. 
There arc two kinds of overdevelopment or maladjustment which 
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may occur in the capital-goods industries. First there are vertical 
maladjustments which occur when the allocation of the factors of 
production to various industries does not correspond to the alloca¬ 
tion of money expenditures for the products of the various indus¬ 
tries. Since all income receivers necessarily spend or save all or a 
part of their incomes* the amount spent on consumer goods indicates 
the kind and quantity of consumer goods that the population desires 
the amount saved indicates the amount they wish to set aside to 
build up the society's capital equipment, i e., investment. In other 
words, if the investment undertaken bv businessmen is equal to the 
amount saved and the amount of consumer goods produced is ex¬ 
actly equal to the amount demanded, there are no maladjustments in 
the economy. This harmonious adjustment can be preserved only if 
the consumption goods produced are in accord with consumer pref¬ 
erence's as to quantity, quality, and variety. A second essential con¬ 
dition is that the producers of capital gixxls allocate flu-ir demands 
tor the factors of production so as to maintain the distribution of in¬ 
come consistent with the proportions of consumption and saving as 
well as meeting the exact equipment demands of the consumption- 
and other capital-goods industries If there is a discrepancy between 
the amounts ex|M?ndcd upon capital goods and the amounts saved 
(invested) by income icceivcrs. there is a maladjustment in the 
structure of production. It the amounts expended exceed the amounts 
saved (invested) bv income receivers, there is an expansion in the 
capital'goods industries not warranted bv the desires of income re- 
ceivers. as demonstrated bv the failure to save (invest) a larger 
amount. This expansion in the capital-goods industries leads to over¬ 
development relative to the consumer-goods industries, and a verti¬ 
cal maladjustment occurs. 

A horizontal maladjustment occurs, bv contrast, when there is an 
expansion in tin* capital goods of a particular industry relative to the 
consumption of the products of that industry. For example, an in¬ 
crease in the demand for television receiving sets would be indicated 
by a shift in the demand curve to the right. If producers in this in¬ 
dustry respond by expanding capacity to a point in excess of the 
price and quantity locus on this curve, more factors of production 
have been drawn into this industry than consumer preferences dic¬ 
tated This results in excess capacity in the industry as well as the 
production of more television sets than consumers are willing to buv 
at existing prices. Either prices must fall in an attempt to remove the 
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surplus from the market, or some producers must leave the industry. 
The latter is equivalent to a reduction in investment in the industry. 
A horizontal maladjustment is not necessarily associated with cycli¬ 
cal fluctuations in economic activity, but vertical maladjustments are 
pointed out as the cause* of such fluctuations. At anv given moment, 
one will probably find any industry in a state of insufficient or excess 
capacity, i.c., a horizontal maladjustment, but this in itself does not 
mean that there is a period of prosperity or depression. The differ¬ 
ence between a horizontal and a vertical maladjustment is not always 
easy to determine. The line between the two is rather thin and fluid. 
Frequently, one may accompany the other. It is when horizontal 
maladjustments become widespread, that they tend to surrender 
their individual identity and emerge as a vertical maladjustment. 
When this occurs, there is a change in the general level of business 
activity of such magnitude as to identify itself as a phase of the 
business evele. 

This concept of vertical and horizontal maladjustments is of 
considerable use to the businessman. It is quite important to dis¬ 
tinguish between genera! movements in economic activity and fluc¬ 
tuations in a particulai industry. The determination of business 
|>olk v nrdinarih will be different m the two cases. If the business¬ 
man is able to distinguish lie tween the two maladjustments, he is 
in a better position to take such steps as will help him to avoid losses 
or to take advantage of the opportunity for larger gains. If the rise 
or decline in activity is primarily confined to his industry, the busi¬ 
nessman may then inquire as to the cause for such movement and 
adjust the affairs of his firm accordingly, if lie is able to do so. 

The theory is rather complex because of the assumptions upon 
which it is based. Ihe chief assumption is that the structure of 
production becomes distorted as a period of prosperity develops. 
It is the development of this distortion, together with the existence 
of a fractional reserve banking system, which must inevitably col¬ 
lapse, since such a distorted structure cannot permanently lw main¬ 
tained. The concept of distortion is best illustrated by assuming 
an economic society operating at equilibrium, that is. saving and 
investment (both real and monetary) are in balance, as is the al¬ 
location of factors of production between the capital- and consump¬ 
tion-goods industries. If, in such a society, all factors are employed, 
an increase in the output of capital goods can come only at the 
expense of a reduction in the output of consumption goods and 
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vice versa. With a given and fixed money supply (be., no credit* 
creating banking system) and price level, businessmen would be 
unable to increase their investment unless consumers spent less on 
consumption goods and saved more, which they were willing to lend 
to businessmen. If consumers did this, it would permit a reduction in 
the factors used in the consumption-goods industries and their 
transfer to the capital-goods industries without bidding up their 
prices to accomplish the transfer. It is assumed that labor is mobile 
and that it would shift to the capital-goods industries at existing 
rates of pay rather than remain unemployed. This modification of 
spending and saving habits will permit the structure of production 
to change, so that the society’s capital equipment will In* increased 
in order that the output of consumption goods will be increased at 
some future time. 

When the capital goods are completed, they will be used to pro 
duce additional consumption goods, which will he purchased. At this 
point, however, it must be emphasized that these additional con¬ 
sumption goods can be removed from the market only if (1 ) prices 
fall so that the money value of the total volume of consumption 
goods is equal to that portion of the fixed money supply which con¬ 
sumers elect to spend instead of save or \2) on completion of the 
new capital goods consumers modilv their spending and saving habits 
so that thev save onlv that portion of their incomes which will permit 
them to remove the new' volume ot consumption goods from the mar¬ 
ket at their original prices. This latter situation would mean that the 
rate of capital accumulation of the society would proceed at a lower 
rate than existed before consumers originally decided to save more. 
It the remov al of the additional consumption goods from the market 
is accomplished by the modification of saving and spending habits, 
it would l>e necessary for consumers to have perfect knowledge of 
the completion of projects in the capital-goods industries and to 
change their habits accordingly. Otherwise, the transition in spending 
habits would cause frictions and bring about the very conditions 
which the ituxlideation is intended to avoid. 

The proponents of this theory are not clear iri their definitions of 
distort urns m the structure of prediction. It is referred to as an 
increase in the number of ‘stages” in the productive process from 
raw material to finished consumption goods. Translated into terms 
of business organization, it is not clear whether it is meant an in* 
crease in the number of firms in the various stages of processing 
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between raw material and finished goods or an increase in specializa¬ 
tion in the productive process itself. An increased volume of produc* 
lion in the capital-goods industry makes it possible to make wider 
use of large-scale production- But this ma\ occur either by means 
of an increases in the number of firms or within the existing corporate 
structure. It could also 1 m* carried out by a reduction in the number 
of firms as a result of integration and an increase in size of existing 
(inns. What is probably meant is a general increase in total invest¬ 
ment in the capital-good* industries relative to the amount of con¬ 
sumption goods which will l>e taken off the market at given prices 
and income distribution. This is not to discount entirely the possibil¬ 
ities of overexpansion as applied to specialization. If the emphasis is 
directed at increased specialization, it raises the question as to 
whether businessmen expand only l>ecame of new methods of pro¬ 
duction which permit of increased productivity or whether they 
expand because of anticipated increase in demand for goods pro¬ 
duced by present methods, li the theory is to be* consistent, the 
motive must lw the former, because with a fixed money supply the 
only way in which an increased supply of consumption goods could 
!*‘ removed from the market is through lower prices. Tire prospect 
oi constantly falling prices in the future for an increased output of 
consumption goods holds little hop* for higher profits if the goods 
are to lx* produced under existing efficiency standards. 

While these complexities may appear to he of academic character, 
they are, nevertheless, of importance to the businessman. Not only 
must he consider, in forecasting the future, the problem of whether 
or not the capital-goods industries are building capacity in excess of 
foreseeable needs, but he must also consider the wisdom of the na¬ 
ture of his own proposed expansion. Thai is, w ill his expansion take 
the form of merely increased capacity under his present productive 
organization, or will it take the form of increased productivity 
through larger-scale methods? In the latter case he must consider 
the amplitude of fluctuation of his demand, since a higher level of 
demand may support such large-scale operations only if it is ex¬ 
pected to Ik? maintained sufficiently long to amortize his capital 
costs. If such demand is of a temporary nature or he is not able to 
expand his market over a wider area, it may l>e more economical in 
the long run to expand output by more intense operation of his 
present productiv e setup. 

As has been implied, economic fluctuations occur under this 



414 BUSINESS ECONOMICS 

theory because of the power of the banking system to create credit. 
If we assume the state of equilibrium and full employment described 
above, the distortion in the structure of production may Ik? traced. 
With a credit-creating banking system, when businessmen wish to 
expand they are not compelled to depend solely upon the spendings- 
savings decisions of income receivers. In the absence of investment 
funds from savers at satisfactory rates, businessmen Imrrow from 
banks to finance their expansion. These funds enter the market and 
eomj)ete with the existing money supplv for the factors of produc¬ 
tion. Since no factors have I wen released from tlie consumpl urn- 
goods industries because of less sjwmding on the part of consumers, 
it means that businessmen must attract factors from the consump¬ 
tion-goods industries through higher prices for their services. As 
factors leave the consumption-goods industries for higher prices in 
the capital-goods industries, the funner are forced to pav higher 
prices in an effort to retain them. This results in higher prices for 
eonsomptinii goods. These higher prices are met in whole or in part 
because of increase in consumers’ incomes as a result of the new 
money spent by the capital-goods industries. Hut the businessmen 
in the capital-goods industries, in order to obtain the necessary fac¬ 
tors to carry out their plans, must pay even higher prices. To finance 
these higher costs, thev Imrrow more money from the banks, which, 
in turn, are paid to consumers as owners of factors. 'Hie price spiral 
continues upward, but. localise of their ability to obtain new money 
from the banks, the capital-goods industries are able to outbid the 
consumer goods industries for factors. 

So long as the expansion continues and new funds are supplied b\ 
the banking system through loans to businessmen in the capital- 
goods industries, factors will !h» drawn away from consumption- 
goods industries as prices rise. But this type of expansion is laying 
the groundwork for its ow n collapse, which comes when the banking 
system must limit its lending activities bmiuse of lack of reserves. 
This means that many ventures in the capital-goods industries in the 
process of construction will not Iwr completed. Factors employed in 
these industries wall be unemployed and will not l>e immediately ab¬ 
sorbed in other capital-goods or consumption-goods industries. With 
a decreasing money supplv, there is a long and painful period of re¬ 
adjustment u$ income receivers attempt to adjust the ratios of spend* 
ing to savings. More factors were employed in the capital-goods in¬ 
dustries than the savings of the income receivers warranted, and. 
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when there are no further funds forthcoming, the structure of pro¬ 
duction will attempt to adjust itself to conform with the spending- 
savings desires of income receivers. 

The length of the period of depression and adjustment will de¬ 
pend upon the extent of the distortion in the expulsion process. Dur¬ 
ing the dow nturn there is a struggle to hoard cash and build up re¬ 
serves. This tends to accelerate the downward movement and bring 
on the period of depression. As the (tanking system strengthens its 
reserve position and accumulates funds, interest rates fall. The de¬ 
cline in interest rates, together with a disappearance of pessimism 
which occurs when the readjustment is complete, encourages busi¬ 
nessmen to undertake new investment. If the Itunks create new' credit 
then, the upturn begins, and another prim! of prosperity follows* 
which must inevitably collapse. 

According to this theory, the business cycles could be eliminated 
bv control of the money supply. Control would not, however, be 
through discount rates and open-market operations, as in the ease 
of the pure monetarv theory discussed earlier, but by maintaining 
a constant supply of money. T his theory is incomplete and defective 
in many respects, but these criticisms cannot be discussed here. 
While it accounts for a movement from oik* period of prosperity 
to another, it is based upm some rather questionable assumptions 
in the light of twentieth-century experience. It is included here for 
whatever contribution it may make to any synthesis of business 
evcles that the* businessman may undertake in his attempts to deter¬ 
mine future policy for his firm. 

Yrmmonefrirt/ Overinvestment Theory 

This theory, while similar in some respects to the monetarv over¬ 
investment theory, emphasizes the wide fluctuations in the capital* 
and durable consumer-goods industries as contrasted to fluctuations 
in the perishable consumer-goods industries. As shown in Exhibit 4, 
the fluctuations in tire fonner are much greater than in the latter, 
and this phenomenon is the foundation upm which the present 
theory is built. While money plays a part in this theory, it is assigned 
a passive rather than a motivating role. It does not conclude that 
monetary management could control the business cycle but, cm the 
contrary, argues that monetary controls would avail little, since 
the difficulty is deep-seated in the nature of the durable-goods in¬ 
dustries, Bank credit, while a necessary means of financing an 
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expansion of the durable-goods industries, would not maintain a 
high level of operations in these industries if indefinitely extended. 
Once a revival has set in, the upswing is similar to that of the 
monetary overinvestment theory. Revival and expansion first occur 
in the capital- and durable-goods industries. This results from deci¬ 
sions on the pail of businessmen in these industries rather than as a 
response to an increase in consumption. Businessmen are motivated 
by the relationship of the interest rate to the expected profit rate. A 
lowering of interest rates relative to the expected profit rate or an in¬ 
crease in the expected profit rate relative to the interest rate is suffi¬ 
cient to cause an increase in investment. In tin- case of the former a 
reduction of the interest rate by the monetary authorities would 
initiate a revival, while tin* latter apjieurs to be a psychological phe¬ 
nomenon. This- lead in increased activity in the capital- and durable- 
goods industries causes an increase in consumer incomes and pur¬ 
chasing power. Demand for capital goods increases first, and this 
later stimulates increased demand for consumption tennis. This 
results in an increase in profits, increase m optimism, increase in 
orders for more capital goods, prices begin to rise, and factors be¬ 
come more fullv employed, and the upswing is under wav, 

The period of prosperity which develops from the upswing can¬ 
not lx* maintained because of a shortage of capital This shortage of 
capital, however, is not a shortage of inonev capital but a shortage 
of real goods and services used to produce capital. All goods and 
services are divided into the following four categories: "< 11 gtwxls 
for current consumption (food, clothing, etc. 1; (21 durable and 
semi durable consumption goods suc h as residential buildings, water 
suppb. elec tric light installations, gas plants and other public utili¬ 
ties (furniture and motor-cars occupx an intermediate position be¬ 
tween i 1 ) and t 2 ) i durable capital goods i fixed capital 1 such 
as mines, ironworks, brick and cement factories, textile plants, ma¬ 
chine factories, railroads, jxawer plants, etc.; and (4) materials re¬ 
quired for the construction of durable goods (goods for indirect or 
reproductive consumption b such as iron, steel, cement, luml>cr and 
bricks/ Tfx se categories of gomls are combined in certain propor¬ 
tions for the purpose of producing anv one or more of the four. 
That is to say, they are complementary, in that the production of 
a given amount of the first category requires a certain combination 
of categories 1, 2, ik and 4. The bourn conies to an end because of a 
HulwW, ntp cit.. ftp 7,V?fl 
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disproportion in the rate of production of these several categories of 
goods. If, for example, there is a relative lag in the output of the 
second category (he.. a shortage in supply ), there automatically 
arises a relative overproduction in the remaining three categories. 
This means that there must lie a slowdown in the output of those 
goods in excess supply Irecause of a decline in demand for the goods 
and services in those categories. This decline in demand appears as a 
failure to spend money on these available goods. That is, the funds 
which are generally obtained from savings and bank credit are 
not forthcoming. The reason thev are not forthcoming is not so 
much that they do not exist as that there is no reason to borrow 
and invest because one of the categories of gtHnls essential to fur¬ 
ther economic nehvitv is not available Therefore, wliv should the 
businessman continue to purchase goods lor which lie has no im¬ 
mediate or foreseeable future use? The shortage of c apital which 
appears as a shortage of capital funds •: money 1 is really not that at 
all, but a shortage of certain goods to continue the productive 
process. 

The contraction in the categories 1 of goods in excess supply causes 
a reduction in expenditures by businessmen, which results in a re¬ 
duction of income for workers and suppliers of materials This is the 
liegintiitig of tin 4 downturn. Hising prices during the latei stages of 
the I morn tend to reduce savings, which is furth«*r accentuated by 
the decline in incomes A decline in incomes is accompanied by a 
reduction in total expenditures for goods, and the contraction is 
further reinforced, which causes a further decline in incomes and 
so the downward spiral becomes cumulative 4 . As the downswing 
gains momentum, an attitude of jx-ssmuMn develops among busi¬ 
nessmen. and they tend to contract their scale of operations in an 
effort to protect their positions in a declining market. 

At this point the monetary theorists would suggest that the boom 
could be extended or maintained by the creation of additional funds. 
The proponents of the present theory, however, argue that addi¬ 
tional money w ( ould not alleviate the situation, since the good* 
which are in short supply are simply not available to fx* used in a 
complementary manner with those in adequate supply. Since it is 
a shortage of goods and not of money, the creation of new* money 
would only tend to increase cash balances in the hand of business¬ 
men and consumers. Tlie shortage is not one of money, since hoards 
tend to increase during the downswing. It is a refusal to xjxmd the 
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money on goods which are available, since they are of little use 
without goods in the remaining categories outlined above* 

Revival occurs. tinder this theory, not from an increase in demand 
for consumer goods but Iiecause of new investment undertaken by 
businessmen. New investment may be undertaken localise goods in 
all categories are now available*. During the period of depression 
the shortages of certain goods has lwen overcome, so that revival 
is possible if other conditions are favorable, because of the accuimi- 
lation of money hoards and excess bank reserves during the depres¬ 
sion, prices and interest rates have fallen. Particularly does the fall 
in interest rates affect investment activity, since it is held that invest¬ 
ment in capital-good* Industrie is very sensitive to changes in the 
interest rate, As interest rates fall relative to the expected profit 
rates on given investments, businessmen borrow' in order to increase 
their output. This results in additional payments to the factors of 
production and increases purchasing power. The jieriod of pessi¬ 
mism develops into one of optimism, and the upturn is thus initiated. 
The theory also places considerable importance upon exogenous 
causes in stimulating the upturn. War. innovation, and technological 
advances are given a central role. One also notes that the psycho¬ 
logical theories are also drawn upon to explain the upturn 

This theory, as one complete in itself, is not so well developed as 
are some of the others* Its greatest contribution is the explanation 
ol the breakdown of the boom period. It draws heavily on the psy¬ 
chological and innovation theories for an explanation of the upturn, 
From the virwpmit of I fie businessman this theory might be viewed 
as u "bottleneck" theory. In tunes of prosperity tho businessman is 
frequently fact,si with Imttlenecks in supply of factors necessary to 
his operations Although he uiiiv have long-established contacts with 
suppliers of his raw' materials, he is faced, in jveriods of rising 
prices, with the ]iossihiIilY of losing these sources unless he can 
meet the rising prills or. in some eases, Ik? willing to offer more 
than the quoted prices in order to insure himself of adequate quan¬ 
tities. He faces the same problem with his lalwir. While he mav lie 
{laving wages equal to. or possibly higher than, the going rate, if 
his particular labor is of a highly skilled type he may be forced to 
pay even higher w ages offered by other businessmen in order to keep 
lus labor force intact Briefly. whenever a factor is in short supply 
compared to others, there is a tendency among businessmen to 
protect or insure their supply of such factor by bidding up the 
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price. This means that firms who arc 1 unsuccessful In the race of 
rising prices must forego use of tin* factor. In order to meet the rising 
prices, a firm must have either ample cash resources of its own 
or be in a position to obtain the necessary credit. Rising prices tend 
to restrict savings (retention of earnings) on the part of the firm, 
and rising prices of consumer goods likewise restrict the savings of 
individuals who supply capital funds through the purchase of se¬ 
curities. Marginal finns who have inadequate cash or credit facilities 
must then leave the market unless thev are able to substitute other 
factors for the one in short supply, a process which is usually limited 
in the short run. (Ordinarily, a substitution of factors involves a 
change in capital equipment. During a period of prosjHritv a short* 
run substitution of factors will probably involve higher rather than 
lower costs, i If a firm is unable to make a substitution, then it must 
cease operations until such time as it is able to obtain the factor 
again This means that other factors ordinarily employed in con¬ 
junction with the factor in short supply are forced into idleness. If 
such shutdowns become widespread, so that many factors in amply 
supply become unemplmed. there is a reduction in purchasing 
|rower, and a downturn sets in. If one or a few businessmen board 
the scarce factor, the 1 downturn may occur liecause their exjxmdi- 
turcs arc not great enough to keep the national income from declin¬ 
ing. Even if businessmen could borrow unlimited funds, the theory 
concludes that this would only ration the available suppK of the fac¬ 
tor among the businessmen, and, once this were done, those who did 
not obtain a supply of the factor could not continue operations. 

For the businessman this theory has some im]x>rtancc as concerns 
inventors policy, lalnir contracts, and general business conditions. 
If, in the early part of the upsw ing, the businessman can foresee a 
future Inittleneck in the supply of some’ factor, he may build up 
liis imentory to such an extent that he may have a sufficient supply 
on hand, while others are unable to acquire it currently. In addition 
to maintaining production, he may also enjoy capital gains from 
increment in \alue of inventors'. Ibis police, however, requires 
some estimate as to the amplitude and duration of the price fluctua¬ 
tions of the factor, but perhaps more important is just how long the 
boom period will last. The latter is important so that the business¬ 
man may not acquire such an excess supply of the factor that he is 
overstocked when the lxx>m ends. At the same time, he must have 
enough on hand to insure as great a profit as possible. In other words, 
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while the businessman may not analyze business fluctuations in 
terms of this theory alone, some of its contributions may enter into 
his own synthesis of causes of! ms in ess fluctuations. 

Overinvettf merit 1Due to Change « in Demand 

In sharp contrast to the preceding theory, the cause of overinvest¬ 
ment in the present theory is tine result of attempts of businessmen 
to adjust the output of capital goods to changes in demand for 
finished goods instead of changes in the interest rate or expected 
profit rate. This theorv attempts to explain the phenomenon of 
violent fluctuation in the durable-goods industries on the basis of 
the inherent durability of tin* goods themselves, technological limi¬ 
tations, and tradition. Because of the nmndalwmt methods of a 
capitalist economv { i.c\, the existence ol several stages in the pro¬ 
ductive process * and the durability of goods, a change in demand 
for finished goods is magnified several times in the capital-goods 
stages of the productive process. Finished goods, in this case, means 
lintshed capital goods in the sense of being sold bom one firm to 
another as well as finished consumer goods. This relationship be¬ 
tween a change in demand for finished goods and the response of 
suppliers to meet such change is known as tire “acceleration prin¬ 
ciple’ 31 ' As the change tn demand is transmitted from finished 
goods to producer to processor to semiprocessor to supplier of raw 
materials, etc., the jrercentage change in demand is "accelerated’ 
at the time of transmission from one stage to another Tin* change 
in the level ol output to meet the change in demand is progressively 
larger at each stage of production in most cases. 

It has been pointed out that the acceleration principle works in 
three general cases; ( 1 > changes in demand for producers' durable 
goods in response to a change in demand for finished goods; (2^ 
changes in demand for durable and scmulumblc consumption goods 
in response to a change in demand for the services provided bv 
these goods, and i 3) changes in rommoditij stocks in response to 
a change in demand for such goods in a given period of time. ' Dis¬ 
cussion ot the acceleration principle usually starts with an assumed 
increase in demand for finished goods, regardless of how this in- 
crea.se conies alxmt While some theories of the cvcle are concerned 
with why there is an increase or decrease in demand, the accelem- 

** J. M. C'.Urk. Snategu' htutw m i?u«tr«4* ( pel*, t i Xr* Xotk . N mortal Bureau 

o4 h. nrll *. lKaji. v. 

* ! lUlxirlrt, ejt*. cit . pp, S8-8U. 
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tion theory is not always so concerned. Proponents of the theory do 
not always ignore the relationship between investment expenditure 
and consumer spending, but no attempt is made to establish the ini¬ 
tial motivating force which brings a Unit an increase in demand, The 
theory of acceleration of demand is more concertled with demon* 
strating the effects of changes in demand upon the level of output in 
the durable-goods industries than it is with a complete theory of the 
cycle. To the businessman the theory is important, silica it points out 
relationships which are important for long-run forecasting, particu¬ 
larly in the upswing of the business cycle. 

Demand for capital goods is derived from the demand for the 
products made by these capita! goods. Hut capital goods are du¬ 
rable. and, once constructed, they contribute to the production of 
finished goods for various periods of time. A machine which is 
completed and put into ojwralion todav will be producing goods 
several sears hence In order to meet the level of rxixting demand, 
machines must be constructed which will supply demand scrrral 
tftats linin'. This characteristic* oi producers' goods is important to 
the concept of the acceleration principle. Likewise, the demand for 
durable consumer goods is not a demand lor the goods themselves 
but a demand for the services they lender. Automobiles are de¬ 
manded for transportation ; [wrhaps in the luxury tv pent automobile 
conspicuous consumption mav be a factor». apartment houses are 
demandcfl for shelter, furniture for phvsical comforts, etc. Durable 
consumer goods purchased in anv one vear have a useful life of 
several vears and hem e yield then services over varying jwriods of 
time. Since both capital and durable consumer goods yield services 
over a protracted period of time, their purchase can be postponed 
and their services extended over a period longer than ordinarily 
anticipated. Those who demand services of durable goods mav be 
willing to extend these services, even though they may be of lower 
quality IwcaiiM of increasing age* ol such goods. Oi, be-eaii.se of 
the exist of replacement, repairs mav* lie made 1 to existing durable 
goods and their service lives extended over a j>eriod greater than 
originally anticipated. Such extensions of service cause the purchase 
of new* durable goods to be more erratic and thus shew greater 
amplitude of fluctuation than is the flow of the services which tin* 
goods themselves yield. If rnanv persons decide to postpone? the re¬ 
placement and the purchase* of new* additional durable goods be¬ 
cause of u pessimistic view of the future, these? postponements tend 
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to become "bunched," and the output of durable goods declines 
sharply. When the outlook is more optimistic and existing durable 
goods are old and worn* decisions on the part of many people to 
replace them or to add to their total quantity of such goods leads 
to a similar "bunching" of orders for new durables. The result is a 
series of sharp alternations of falling and rising activity iri the 
durable-goods industries, with attendant fluctuations in employment 
and hence in consumer income. 

The principle mav In* simply illustrated as follows: Assume that 
the current demand for men s shirts is 1,000 units per year and that 
this demand is met by 10 niarhinu'i whose annual output is 100 
units per year. Also assume that the average lilt' of each machine 
is 10 years and that the number of machines currently being used 
was gradually reached at the rate of 1 additional machine each 
year, so that the number of machines replaced each year is 1. So 
long as there is no change in demand, then* is stability of output 
in the industry supplying machines for the production of shirts. 
Suppose, however, that the demand for shirts increases hv 10 per 
cent in the coming year, that iv rises from 1,000 units to 1,100 units 
per year. In order to meet this increased demand, the manufacturers 
of shirts must order 1 additional machine Since the current output 
of the industry supplying shirt-producing machines is 1 per year, 
there must be an increase to 2 for the coming vrar if the new level 
of demand is to lx* met. Hut this is an increase of 100 per cent in 
the output of the shirt machinery industry! This means a sharp 
increase in the demand for raw materials from which shirt-pro¬ 
ducing machinery is made, as well as an increase in employment 
of considerable proportions in that industry. The increase in employ¬ 
ment results in an increase in consumers' incomes and subsequent 
increase in demand for finished goods, which is again transmitted 
to tin* capital-goods industries in the form of accelerated demand 
for producers' durable goods. 

Suppose that, as a result of an increase in employment in the 
industry* .supplying shirt-producing machinery, there is a further 
increase in the demand for shirts from 1.100 to 1,400 units per 
year. Then, in the second year, the suppliers of shirt-producing 
machinery must produce LI new* machines for replacement and 
3 new machines to meet the increased demand, or a total of 4.1 
machines, compared to a total output of 2 machines the first year. 
But 0 should lx* noted in the latter case that an increase in de- 
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mand for shirts of slightly more than 27 per cent was required in 
order to cause an increase in demand for machines of approxi¬ 
mately 100 per cent* If the new level of output is to be main¬ 
tained in the industry supplying shirt-producing machines, demand 
for shirts must continue to increase at an increasing rate. This may 
be illustrated by assuming that in the second vear the increase 
in demand for shirts, instead of 1,100 to 1.400 units, was from 1,100 
to 1,200 units. The situation in the shirt machinery industry would 
have been modified as follows: There would have been a normal 
replacement demand of 1.1 machines, plus 1 additional new machine 
to meet the increased demand, a total of 2.1 machines. In this case 
the increase m demand for shirts amounted to approximately 9 per 
cent, while the increase in demand for shirt-producing machines 
amounted to approximately 5 per cent. It is important to jKmit out 
that, in this case, although demand for shirts incieased, the demand 
for machines incieasrd bv a smaller pro|X»rtiori. Absolute demand 
in both cases increased, but the relatin' change was different. 

The violence of fluctuation in the shirt machinery industry ran be 
emphasized perhaps more in the following manner: Assume that the 
demand which has risen from 1,000 to 1.100 units in the first year, 
remained at the latter level in tin* second \ear—that is, the new 
level was maintained but there was no further increase. The industry 
supplying .shirt’producing machines which had increased output 100 
per cent the first vear. i.r., from 1 to 2 machines |H*r year, must 
undergo a contraction of activitv in the present caste After having 
produced the extra machine the vear before, it is necessary to 
produce onlv normal replacement needs, which in the present case 
amounts to 1 machine for replacement of the original 10, plus 0.1 
machine per vear to maintain replacement on the additional machine 
constructed last vear. Output of the machinery industry has r/r- 
creased in this case bv approximately -V) per cent. In order even to 
maintain output and employment in the capital-goods industries, 
there must be an increasing rate of increased demand for shirtv 
The maintenance of the level of demand for shirts in the second year 
means the contraction of output and the discharge of workers, as 
well as reduction in volume of orders for raw materials in the ma¬ 
chinery' industry. 

The foregoing discussion of the effects of a change in demand for 
finished goods is subject to some rather strict assumptions. In prac¬ 
tice, one would hardly expect to find replacement of durable goods 
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occurring in such an orderly manner. In almost all cases it is 
‘'bunched,” so that the fluctuations described above would be more 
violent than the alxivc results indicate. As a period of prosperity 
sets in and demand for finished goods increases, there is a u rusIT on 
the part of businessmen in the consumer-goods industries to place 
increased orders so that demand is increased somewhat suddenly. 
To meet the demand (or additional machinery to make these 
goods, the capital-goods industries expand hv several hundred or 
thousand per cent. Then when the demand levels off at the new 
peak (aside from a possible decrease), there must !*• a contrac¬ 
tion in the capital-goods industries to a replacement basis. An¬ 
other modification of the results above* is that the greater the 
durability of a machine, tin* greater the rate of expansion faced In 
the capital-goods industries by a given increase in demand for fin¬ 
ished goods. Likewise, the shorter the* Hie of the durable goods, the 
less violent tin* transmission of increased demand through the pro¬ 
ductive stages The acceleration principle also occurs in stages 
other than that 1 retween the producers of consumers’ goods and the 
indmtrv producing the finished machines. In the cast* of the demand 
for shirts discussed above, when the rnachiucrv industry received 
orders for additional machines, it placed orders with the makers 
of machine tools, tins industry, in turn, placed orders for still other 
tools and raw uiateu.dv each in its turn causing a far greater effect 
upon output of a particular imhistn than tin* increase in demand 
for the finished consumers' good*. 

As suggested earlier, the demand for durable consumers' goods 
is a reflection of the demand for their services. When there is an 
increase in the demand for auto transportation, the increase in de¬ 
mand for automobiles is magnified by a larger percentage than that 
of the service of transportation The same is true of housing. An 
increase in the demand for apartments increases the demand for 
apartment buildings but by a larger percentage than the demand 
for shelter. Both automobiles and bouses are subject to replacement 
at intervals us they wear out, so that the automobile and housing 
industry are normally operating at replacement level. But if there 
is an increase in the demand for the services of these products, the 
increase in demand alxne the normal replacement level is accel¬ 
erated in the same manner as described for the capital-goods indus¬ 
tries above. 

lire principle of the relationship between demand for finished 
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goods ami the demand for machinery with which to produce them 
is also applicable to changes in demand and changes in inventory. 
This relationship is based on the assumption that the businessman 
attempts always to maintain a certain ratio Ijetween inventory ami 
sales. If sales are made at a steady pace, then orders to suppliers 
for replacement of depleted stocks is on an orderlv basis. However, 
should the businessman experience an increase in sales which he 
anticipates is more than a temporary phenomenon, fie increases the 
amount of inventory he carries on hand. This means that the de¬ 
mand for goods from the producer is incre ased not onlv to replace 
the goods which are sold but also to build stocks to higher levels. 
During the period of increase in stocks, the demands placed upon 
the producer are greater, percentagewise. than the increase in de¬ 
mand facing the businessman selling the finished goods. When the' 
stocks have been increased to the desiicd level, then the demand 
facing the producer drops to replacement level in the same maimer 
as outlined abuse in the east* o! durable capital goods In order to 
maintain the level of output demanded of the producer occasioned 
bv the increase m level o| inventories, it is neecssaiv that the de- 
maud foi the finished goovls continue to incTease at an increasing 
rate. 

The acceleration principle of derived demand is not valid under 
all conditions. 7 hi* re lationship between demand for finished goods 
and derived demand lor productive* machinery assumes a fixed re¬ 
lationship between tin* amount of capital required for a give n out¬ 
put. Such a relationship is not a fixed one in either the long or the 
short run. If there arc idle resources available in the* etpiipmmt- 
producing industries, the principle of acceleration will not become 
effective until all excess capacity has ljcen taken up. Only then 
will it he necessary to increase the amount of capital equipment to 
supply the increased demand In the short run the necessity for 
constructing new capital equipment mav be avoided In an increase 
in working shifts per day or bv use of overtime. In the long run the 
construction of new machinery permits of the introduction of im¬ 
provements in productivity of machines, and this may imxlify the 
relationship between the demand for goods and the demand for 
machinery with which to supply them 

From the viewpoint of the businessman it is important that he 
estimate the nature of his demand, i.t\ r changes in demand, before 
lie embarks upon a program to install additional equipment to meet 
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the demand. If the demand is of a temporary nature, he may find 
it more economical to use overtime and utilize his existing capita] 
equipment more intensively. On the other hand, if the increase* in 
demand is of a permanent nature, i.e., expected to last for some 
considerable period, then the hiisinessman should weigh the alter¬ 
natives of utilization of his present capital equipment more intensely 
against the installation oi additional equipment or possibly a com¬ 
plete modernization of parts or all of his plant. The businessman 
engaged in the production of producers* goods should be well ac¬ 
quainted w ith the acceleration principle and understand its possible 
application as an explanation of the violent fluctuations in demand 
for his products. 

The acceleration principle is more a tool of analysis to explain 
the cumulative expansion which occurs in a period of revival and 
prosperity than a complete theory of the business evrlr. The end 
of tin* Imom niav come because of a shortage of capital, as explained 
in the theorv discussed in the preceding section, or it may come 
about because of a flooding of the eonsnmei-goods marked. 

Arrenf Development « in Bu*inewt-('yclr Theory 

Since carls in the decade of the 1920's and up to the present, 
attention has l>een focused upon the role of the inequality of saving 
and investment as the motivating factor in economic fluctuations. 
The core of the thesis is that an excess of investment over saving 
causes an increase in the level of economic activity, while an excess 
of saving over investment brings about a decline. So widely held 
is this thesis by mam students of economic fluctuations that they 
have devoted a major share of their writings to factors which bring 
aUmt an inequalitv of saving and investment. This lint* of thought 
has fieen develop'd more in rnonetaiv than in nonmonetan terms, 
laws attention is given to the structure of production and more 
emphasis placed upon the flow of money in the economy. 

The problem of saving and investment is attacked in terms of 
income, employment, output, consumption, saving, investment, 
money supply, and the interest rate. The total national output is 
equal, in money v alue, to the total money income for a given period; 
that is to say. the production of goods and services involves expendi¬ 
tures to the factors of production, including intrepreneurship, These 
expenditures arc the incomes of the various factors, their compensa¬ 
tion far services and materials rendered. These payments equal the 
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value of the total output; hence money value of output equals 
total money income* by definition. Income received by factors or 
individuals who own factors is either spent or saved, A portion is 
ordinarily spent on consumption and the balance is saved. Total 
money income, then, is equal to the amount spent on consumption 
plus the amount put aside us saving. This mav lx* expressed sym¬ 
bolically by letting Y represent income. C represent con sum [it ion, 
and S represent saving. VVc haw the equation Y (' 4 S\ From the 
standpoint of output—that is, the real physical goods and services 
—the amount of total output which is not consumed is saved and 
Incomes a stock for future use—it is an investment which will 
yield income or be consumed in the future. This investment takes 
the form Imth of additions to c apital equipment and of stocks of 
gf w kIs which are not consumed in the given peiiod. Let O repre¬ 
sent output, C the goods and services consumed, and / the goods 
and sen ices not c onsumed but considered investment. We have 
O C f /. But Y (> b\ definition. Therefore, we have; 

y-r> s, <><*/, > <>. 

V (' -r /. thiTfforr, S /. 

The condition represented bv the last equation exists only in an 
equilibrium state*. Equilibrium occurs when all saving out of income 
has been invested, so that the lex cl of money income and output 
arc constant from one period to another. There is an implicit as¬ 
sumption in this condition; that is. prices are stable or any changes 
in price are offset by changes in the opposite direction. If this wore 
not the case, then a general lowering of all prices, for example, 
would allow some persons to build up cash balances which would 
permit an upsetting of the* equilibrium state in the next or succeed¬ 
ing periods. 

By assuming an equilibrium condition to exist, the theories ex¬ 
plain the business cycle in terms of differences In-tween S and /. 
The difference arises because of failure of saving by income re¬ 
ceivers to move the funds immediately into investment. Some ter¬ 
minological difficulties arise, since the above equation shows saving 
and investment to be equal at all times. This is 1 because the equa¬ 
tions portray a static condition, that is, at any given point in time, 
saving and investment are always equal. This situation is explained 
as follows: Even though income receivers may withhold some of 
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their income in the font) of living, they do not necessarily invest it 
by purchases of securities or other means. This means that all the 
output which was produced during the period will not be purchased 
in the market. Some capital goods will remain unsold, and the 
various industries will accumulate inventory. But this accumulation 
of goods in the hand of producers is considered investment, since, 
bv definition, that part of the physical output which is not consumed 
is invested. In the hands of income receivers will lx* the funds which 
thev did not spend for these goods or lend to businessmen to pur- 
chase? capital goods. Therefore, the saving of the income receivers 
is equal to the investment of the businessmen in the form of unsold 
goods and services, so that, for the economy as a whole, saving 
equals investment and the equilibrium condition is met This analy¬ 
sis avails us little to explain differences between saving and invest¬ 
ment. 

The difficulties of this analysis were overcome by a group of 
Swedish economists who view savings and investment as ex ante 
and ex post. The situation in a state* of equilibrium as outlined above 
is considered ex post. Ex post, saving and investment are always 
equal But ex ante saving and investment are not necessarily equal 
Ex ante saving and investment may be thought of as "planned" sav¬ 
ing and "planned" investment. Now, since those* who plan invest¬ 
ment and those who plan saving are not identical persons, a differ¬ 
ence between planned saving and planner! investment may arise. 
Businessmen who plan investment may make investment plans 
whirl) exceed or fall short of planned saving on the part of income 
receivers. If businessmen plan investment in excess of planned sav¬ 
ings, income payments rive and the economy is inflated so that 
economic activity rises and a period of prosperity ensues. If, on the 
other hand, businessmen plan investment which falls short of 
planned savings, income falls and there is a decline in economic 
activity. The latter condition is perhaps more quickly appreciated 
than is the former. In the latter there is an increase in cash balances 
of income receivers, since all their saving was not channeled into 
investment and was therefore hoarded. All the goods produced were 
not sold, and ex post we have saving and investment equal in the 
manner descrilwd above. In the* former statement, where planned 
investment exceeds planned saving so that economic activity rises, 
some assumptions are necessary. Hither it must be assumed that the 
investment in excess of planned savings w as financed by bank credit 
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and that additional goods were placed on the market during the 
period which could lie purchased by this hank credit or that planned 
saving is considered as a percentage of income saved, so that a 
higher income resulting from greater investment expenditure raised 
income sufficiently for the absolute amount saved by the economy 
as a whole to be sufficient to finance the increased expansion. This 
is a gap or a rough spot, at least, in this theory. 

This theory, like the overinvestment theories, emphasizes the 
fluctuations in investment and their subsequent effects upon income. 
Investment is the active factor which influences the direction and 
level of economic: activity. So long as investment plans are kept 
equal to saving plans, there can he no decline in income and 
employment The motive underlying investment plans is the differ¬ 
ence between the market rate of interest and the exacted profit 
talc on planned investment. 

W ithout entering upon a long and complex discussion concerning 
the theory of interest, it is assumed here ior the purpose of explain* 
mg cyclical movements that the demand for capital funds ( willing¬ 
ness of businessmen to borrow* and the supply of such funds / sav¬ 
ing supplement* d hv bank credit) determine the rate o! interest. 
If the market rate of interest is below the expected return on invest¬ 
ment, businessmen Imrrow to expand investment. This results, i( 
the demand tor investment funds is greater than the supply of 
saving, in an expansion of investment activity, so that income is 
increased oxer tin* level of the period preceding. Apparently, the 
extension of bank credit prevents the rate oi interest from rising 
sharply so that planned investment in excess of planned saving can 
he carried out. Otherwise, the deficiency of saving would cause 
the interest rate to rise and cancel some investment plans of a 
marginal character. Increased investment increases money income, 
which increases the supply of saving, and the upswing continues. 
The excess of planned investment over planned saving cannot con¬ 
tinue As the rx attic period materializes into the rx po\t period, 
businessmen discover that their plans wen* in error as to cost of 
capital funds ( the interest rate rises as it becomes apparent that 
the demand for funds is greater than the supply ), realized profits 
failed to equal expected profit rates, planned volume of sales does 
not equal realized sales, etc. They then engage in efforts to correct 
their errors and contract or cancel their investment plans in an 
effort to adjust themselves to their realized positions. This results in 
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a decline in incomes in the following period, and a downturn sets 
in. The downturn continues until either planned investment and 
planned saving arc equal rx jxost or until planned investment ex* 
ereds planned saving ex post, the former lx*mg a state of equilibrium 
and the latter bringing almut a revival of the level of economic 
activity. 

Upon the saving and investment explanation of economic fluctua¬ 
tions have been built the most widely held nndert'orisumption the¬ 
ories of business eyeries. Mam students have written upon the under¬ 
consumption theory of the cycle, but the most famous exponent of 
tliis theory is the late John Maynard Keynes, assisted by a large num¬ 
ber of disciples of his theory. No attempt will be made here to dis¬ 
cuss all the refinements added by his followers but onlv to set forth 
the fundamental thoughts of Mr. Keynes, which have had such a 
great impart upon economic thinking as concerns Irnth the cycle 
ami general economic theory. 

In both his Treatise on Money and his later work. The General 
Theory ttf Employment , Interest, and Money, Mr. Keynes empha¬ 
sizes the fluctuations of investment activity as the determinant of 
the level of economic activity. Since his earlier work was consider¬ 
ably modified by the later one. attention will l>e formed upon the 
second work In the General Theory the authors efforts wore di¬ 
rected toward establishing a framework of general economic theory, 
but ill the process h«* provided us with some excellent analytical 
tools to explain cyclical movements. The theory is one not only of 
underconsumption but also of underinvestment, in contrast to older 
underconsumption theories which considered underconsumption as 
overinvestment. His greatest contribution in the field of cvele theory 
is that saving and investment ran be equal at less than full employ¬ 
ment of the factors of production. This offers a possible explanation 
as to why depressions may last for considerable periods and also 
why a period ot prosperity may not end in a period of full employ¬ 
ment but level off or suffer a downturn before such a condition is 
reached. 

In addition to a given supply of money, three theoretical concepts 
are employed in cyclical analysis, namely, the “liquidity preference," 
the “propensity to consume/* and the “marginal efficiency of capi¬ 
tal." Changes in saving and investment are affected by changes in 
any or all of these concepts. Psychological reasons are fundamental 
to an understanding of those changes. 
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The concept of liquidity preference is based on the assumption 
that people have a desire to hold assets in liquid form (cash) for 
several reasons. First, there is the so-called ‘'transactions’* motive 
Cash is held to bridge the gap between the receipt of income and 
its disbursement for consumption. Depending upon the interval of 
payment and the period over which expenditures are made for 
ordinary consumption goods, a certain amount of cash must be held. 
The amount varies with different persons and firms) forth Ivecause 
of the size of the interval between receipt of income payments and 
the regularity (or irregularity > with which expenditures are made. 
The longer the period between intervals of income receipt, the 
larger the average amount of cash which must he held, Tlie timing 
of payments during the disbursement period also affects the average 
size of this cash balance. The holding of cash for this puqmse is ;i 
necessity. Am funds remaining after providing for the ‘'transac¬ 
tions" motive are held as .1 precaution against unforeseen expendi¬ 
tures. sueh as emergencies or "rainv-dav” expenditures. The amount 
of this cash balance wall \arv according to the individual's appraisal 
of the piffhubilitv of such events. After providing for these two 
motives, the individual has a balance if his income is sufficiently 
large t which lie saves. He is confronted with a decision as to the 
form of asset in which tins saving is to lie held, cash or securities 
Cash is the most liquid of all assets, and the individual decides upon 
the degree <»t liquidity he wishes to maintain, It is here that the 
rate of interest affects individuals who provide funds for invest* 
ment. The individual divides whether the rate of interest will com¬ 
pensate him sufficiently for parting with liquid holdings and accept¬ 
ing securities instead. Hi* evaluates the risks involved in exchanging 
cash for securities of less liquidity. If the anticipated rate of return, 
measured bv the rate of interest, is worth more to him than the 
holding of cash which does not earn interest, he purc hases securities. 
If. on the other hand, the anticipated return is insufficient to com¬ 
pensate him for the loss of liquidity, he holds his assets in the form 
of cash. Interest, then, is a comjvnsation for surrendering liquid 
assets for less liquid assets. 

This is in contrast to the classical theory of the supply of saving 
for investment, which holds that a rise in the rate of interest en¬ 
courages individuals to increase their savings and decrease* their 
consumption. Mr. Keynes's position, on the contrary, is that a rise 
in the rate of interest does not increase the rate of saving hut 
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only determine* whether or not the individual Mill surrender highly 
liquid amis (cash) for less liquid assets (securities). The rate 
of saving is not determined by the rale of interest, Mr. Keynes as¬ 
sumes, but is determined, first, bv the si/e of the individual’s in¬ 
come and, second* by the requirements of his 'Transactions** and 
* precautionary" motives for holding cash As Mill lie pointed out 
below, saving is more in the nature of a habit than a response to a 
change in the raft 1 of interest. A rise in prices of consumption goods, 
a change in precautionary probabilities, or lroth, with a given in¬ 
come, will alfrct the amount that is available for investment in cash 
or securities, It is the decision of the individual with respect to the 
amount of cash he wishes to hold or invest which determines his 
liquiditv preference, This may be thought of in terms of a schedule. 
With a given amount of cash in exit*ss of the "transactions'* and 
"precautionary*’ motives, the higher the rate of interest, the less cash 
the individual is willing to hold, and the lower the rate of interest 
the more cash he- is willing to hold (oven the rate of interest, the 
supply of money, and the schedule of Ikpiiditv preference, the 
amount of cash available for investment can be determined. 

The propensity to consume refers to the spending and saving 
habits of individuals. 'Hie assumption is made that saving is a deeply 
ingrained habit in modern economic society, and, where the size 
of the individual s income permits, he does not s|M*nd all his income 
on consumption but saves a portion of it, i e saves in the sense of 
not spending. Whether he keeps his s;n mgs in the form of cash or 
invests them in securities depends upon his liquidity preference, as 
explained above. The concept of the propensity to consume may 
be thought of as applying either to an individual or to society as 
a whole. Since the General Theory is concerned with changes in 
the level o! income in the aggregate, the propensity to consume is 
discussed in a marginal sense, i.e.» the marginal propensity to con¬ 
sume. This means that with a change in income some portion of it 
will lie spent, while the balance will be saved. Mr. Kevnes argues 
that with a rise in an individuals income the increment in income 
is not all spent on consumption but part is saved. He will spend 
part of the increase in income on consumption, but not all of it. 
Tins is liecause of the propensity on the part of individuals to save 
part of their income. Bv the same reasoning a decrease in income 
does not bring about an equal decline in consumption but will, 
instead, he reflected in part by a decrease in saving. Because of the 
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decrease, the individual will attempt to adjust his consumption to 
his new lower level of income. The implication here is that con¬ 
sumption is not always adjusted by an amount equal to the el range 
in income. When income is reduced, eon sum [>t ion mav 1 h* reduced 
less than the lowering of income, while in the case of an increase 
in income the rise in consumption tends to he less than the amount 
of the increase. (Consumption is seldom adjusted, as a result of a 
change in income, so as to require the use of all income if the size 
of income permits saving. Changes in income, therefore, do not 
bring alwmt an equal change in expenditure on consumption. hut 
sav ings bear part of the adjustment. It may be pointed out here that 
if, for example, an individual experiences an increase in income and 
does not spend all nf it. the part he saves will increase the size of 
his cash balances if there is no change in the interest rate or in lus 
liquidity preference. This has an important Waring on c vclical fluc¬ 
tuations. 

In connection with the marginal propensity to consume. Mr. 
Kevnes deve loped the concept of the ’multiplier." This is a concept 
which shows the relation between an expenditure or net new invest- 
liient and the level of income, li explains the- cumulative increase 
in income during a period of expansion. Sup]x>sc that society as a 
whole has a marginal propensity to consume of OS. i.«\, of an incre¬ 
ment in income of $1. SO cents will be spent on consumption and 
20 cents will be saved. 'The multiplier in fins case is 5. * That is to 
say, an increment of net new investment expenditure of SI wall 
raise the level of income bv $5 This is because the original recipient 
of the initial expenditure of SI will save 20 cents of it and sjKuid 
the remaining 60 cents. The next recipient will spend 61 cents of 
the 60 cents he received and save l(i cents The third recipient of 
the 64 cents will spend 51.2 cents and save* 12.S cents, and so on 
until infinity. The addition of the gross income of all the recipients 

'* Thr malSoniUkal rHatiomhip Mwmi fh»* martial propensity to 

mjv \h> kllu>tr t( t xl :** k*ll<rws 

Lh k rrpic*rnt tfi<‘ imiltiplirr 
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will total $5. The greater the marginal propensity to consume, the 
htglter the multiplier; and the lower the marginal propensity to con¬ 
sume, the lower the multiplied. That is to say, the higher the multi¬ 
plier, the higher will the level of income !>e raised by a given incre¬ 
ment in net expenditure on investment. In addition to the propensity 
to consume, one may equally well spak of the propensity to save, 
propensity to spud. etc., whichever will suit the point of discussion 
best. The propensity to consume is affected bv many factors, and, 
while statistical efforts have been made to measure it, the results 
are by no means conclusive. A change in income distribution may 
and probably does affect the propensity to consume of society as 
a whole. Individuals with lower incomes usually spend a larger 
proportion of their incomes on consumption than do those with 
higher incomes. That is to say, most of the saving is done by the 
higher-income groups. As the level of income of society as a whole 
tends to rise, i.tv, as the distribution of income undergoes a change, 
the propensity to consume ma\ tend to fall. This leads to possibilities 
which are not within the scope of this discussion. Nevertheless, 
the idea does have meaning to the businessman, since a change in 
the distribution of income in his market may mean a modification 
of his pfficies as to prices, sales policy, and perhaps quality of 
product. 

The marginal efficiency of capital is defined as the ratio of the 
expected return on an investment over its useful life to its present 
exist. Or it may be expressed as the expected future returns on a 
particular investment discounted bv that rati* which will yield its 
present cost. Such a rate measures tin* efficiency of a given proposed 
capital investment. It is this rate compared to the existing long-term 
interest rate which determines whether or not a given capital in¬ 
vestment will 1 h % undertaken. U the rate' as calculated is equal to 
the present long-term interest rate, the undertaking is marginal. 
Similar to the concept of liquidity preference, it may Ik* thought of 
as a schedule of investments which will be undertaken at various 
rates of interest, The higher the interest rate, the fewer the number 
of expected profitable investments, the lower the rate, the greater 
the number of investment opportunities. It is a demand curve for in¬ 
vestment binds at various rates of interest. Again, like the curve of 
liquidity preference (the demand to hold cash at various rates of 
interest), the curve may shift to the right or to the left, indicating 
a change in the marginal efficiency of capital at various rates of 



FLUCTUATIONS IN ECONOMIC ACTIVITY 455 

interest. If, (or some reason, the expected rate of return on a given 
investment should rise while the interest rate remains the same, 
the marginal efficiency of capital is said to have increased. Similarly, 
if the expected rate of return on an investment should decline, with 
no change in interest rates, the marginal efficiency of capital is said 
to have declined. Given the rate of interest and the schedule of the 
marginal efficiency of capital, the amount of new investment can 
be determined, 

In order to begin a cyclical movement, assume that there is a 
reduction in the rate of interest. This makes some investments 
profitable which were formerly submarginal Businessmen are in¬ 
clined to borrow to finance these new investment opportunities. 
With no change in liquidity preference, a reduction in interest rates 
means that the desire to hold more assets in the form ol cash 
prevails, so businessmen must turn to tire banks for credit. If success¬ 
ful in their cpiest for funds and the new investment is undertaken, 
the spending of these new funds raises the level of income*. With 
the increase in income then' will Ik* an increase in the expenditure 
tor consumption goods, but. according to the marginal projvensitv 
to consume, the increase will In* less than the increase in income. 
Perhaps it is best at this point to modify the terminology of the 
propensity and call it the “propensity to spend ” This modification 
will take cm re of that portion of the increased income which i*> spent 
on new securities as well as that portion spent on consumption 
The balance, then, will represent that portion of the inerra.se in 
income which is spent neither on consumption goods nor on new 
securities, i.e., it is a hoarding of cash. This will avoid complication* 
of how to explain the transmission of saving to investment on the? 
part of income receivers. 

As the level of income and consumption rises, the acceleration 
principle operates within the limits explained earlier, and the multi¬ 
plier effects explained above also irinforce the upswing. So long 
as new investment takes place in excess of the amount of income 
which is not spent in accord with the propensity to spend, the 
upswing will continue. The marginal efficiency of capital incTrascs 
as businessmen heroine more optimistic. While interest rates may 
rise, the marginal efficiency of capital increases sufficiently to offset 
the rise. The rise in interest rates causes holders of cash to keep more 
securities and less cash, so that the expansion may Ik* financed from 
savings as well as by bank credit. Difficulty arises from two prim 
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dpal smirch. First, with a rising income the propensity to spend 
tends to fall, i.e, the propensity to save rises, and, second, the 
marginal efficiency of capital tends to decline because of lack of 
investment opportunities, so that the increased savings find no outlet 
in investment, and hence economic activity must decline. With the 
decline in investment activity there will be a fall in income and an 
accompanying decline in saving. Income will continue to decline, 
i.e., tl»e downturn will continue, until such time as savings out of 
current income are equal to current investment. This is a state of 
equilibrium, and, as Mr. Keynes points out, it is not synonomous 
with a state of full employment but may exist at levels considerably 
below full employment. 

The period of depression mav last for an extended time, so long 
as equilibrium at less than full employment is not disturl>ed. Such 
conventional efforts as lowering the interest rate may avail little, 
since the marginal efficiency of capital mav be so low that an interest 
rate Indow the marginal efficiency of capital will cause individuals 
to prefer to hold cash to securities. During the downturn there is a 
tendency toward increased liquidity, with a possible shifting of the 
schedule to the right. Mr. Keynes and his followers conclude that 
there is a certain minimum rate of interest below which there is an 
infinite desire to hold cash. If the marginal efficiency of capital is 
below this rate, little can Ik* expected by lowering the interest rate 
still further. There is also the difficulty, in this case, that the addition 
of new* funds by government spending will result primarily in an 
increase of idle cash balances rather than increased economic ac¬ 
tivity. The propensity to spend has declined w hile the propensity to 
hoard has risen. Recovery can come about only through increased 
investment activity. If such investment is not forthcoming on the 
part of businessmen. Mr. Keynes proposes that public investment Ik* 
undertaken in order to raise the* level of income. The theory as de¬ 
veloped by Mr Keynes points toward a stagnant economy. Invest¬ 
ment opportunities are limited, and. unless they are replaced by pub¬ 
lic investment, there will always Ik* a tendency for the economy to 
operate at less than full employment. 

Summary 

The foregoing sketches of business-cycle theory indicate much 
conflict of thought as to why business fluctuations occur. Some of 
the theories have attempted to explain the entire cycle, while oth- 
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ers have been only partial explanations of the cycle or some particu¬ 
lar phase of it. All the theories are based on certain assumptions 
and therefore can logically reach only the conclusions set forth. 
They also postulate the existence of certain causes and effects, and, 
as a result, they do not all reach the same explanation of the cycle. 
It is the assumptions and postulates which are of interest and tin* 
port a nee to the businessman. While it mav be dcsiiablc to control 
the business cycle, the existence of opposing diagnoses of its causes 
tend to preclude an early and successful remedy. Therefore* the 
businessman must decide for himself which of the theories or their 
parts he accepts and on that basis make decisions as to his policy. 

One of the more important points the businessman should observe 
is that the cause-aud-effect relationships are not alw ays in the same 
sec|ii«Mice or of the same degree of importance in all phases of the 
cvcle. During an upswing, investment is given the central role in 
mam theories while consumption is neglected; hut, when invest - 
ment programs are completed, attention shifts to consumption of 
the goods which these industries now have the capacity to produce. 
For the businessman this can be translated into a problem of pro¬ 
duction in the upswing, which later is is inv erted into a problem 
of marketing and distribution as the period of prosperity begins to 
wane. Unless the businessman lias some knowledge of the theories 
of business fluctuations, he will find it difficult to recognize more 
than the superficial transitions from one phase of the cycle to an¬ 
other. Almost all the theories discussed have some contribution to 
make, and from them the businessman should lx* able to s\ nthesize 
a fairly workable theory of the cycle, hut. at the same time, bear in 
mind that it may be in error and subject to correction with the 
passage of time. 

An example of the application of theory may be made in the ease* 
of horizontal maladjustments. The businessman who is familiar with 
this theory will lx* on the alert to observe the rate of expansion of 
capacity at his particular stage of his industry. By comparison of 
capacity to expected demand for goods of that stage, he is able to 
formulate his own plans for expansion. Other factors l>es»des mere 
development of capacity of competitors influence his decision. He 
must gauge his own competitive position in the industry, evaluate 
his own firm in relation to others on the basis of sales policy, re¬ 
search policy, distribution channels, etc. The more familiar he is 
with the developments of his and other industries through the 
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various phases of business fluctuations, the fxrtter will be his abihty 

to mule logical assumptions and reach more sound conclusions. 

SUGGESTED HEADINGS 

Hratt, E (. Bwdncx* Cycles ami Forecasting. 3d ed Chicago: Rich¬ 
ard D. Irwin. Inc,, 1948. One of the outstanding texts in the field of 
business cycles. A brief discussion, both from the statistical ami theo¬ 
retical viewpoints, is available for all types of economic fluctuations. 
For specific topics on business cycles, an excellent index is available. 

Bowman, M. J.. and Bath, G. L, Economic Analysis and Public Policy , 
chap, xiv New York: Prentice-Mall, Tnc., 1949. Elementary text. Rec¬ 
ommended for an introduction to business cycle theory, 

Ci,akk, J, M. Strategic Eactors in Business Cycles, chap. v. New York: 
National Bureau of Economic Research. 1934. A detailed discussion of 
the acceleration principle, 

Es'HKY, J. A. Bustness Cycles. New York: Prentice-Hall, Inc.. 1941. An 
introductory* text Written in nontechnical terms which makes for easy 
reading for a beginning student. 

H Aim urn, G. Prosperity and Depression. 3d ed. Geneva; League of 
Nations, 1941, A classic in the field of business cycle theory A most 
penetrating study of various cycle theories. Recommended for ad¬ 
vanced students. 

Havskn, A H Cisad Policy and Business Cycles, chap i. New York: 
W. W. Norton & < 4>,, Inc,. 1941. A broad hi stomal discussion of busi¬ 
ness cycles in relation to the depression of the thirties. Easily read by 
the layman 

liFYNHii, J. \1. The (general Theory of Employment, Interest and Money, 
dial), xxii. New York: Harcourt, Brace & Go.. 1938, An application of 
analytical tools developed for general economic theory to an analysis of 
the trade cycle. 

Lanuk. Oscar. “The Rate of Interest and the Optimum Propensity to 
Consume.” Economtac Vol. V { New Series), No. IT { February, 191S). 
The first four sections of the article provide a clear mathematical ex¬ 
planation of the relationship hetween liquidity preference, marginal 
efficiency of investment, and the propensity to consume. 

Linra;, F. A. "'Hu* Outcome of the Saving and investment Discussion.” 
Quarterly Journal of Economics, Yoh Eli (August, 1938). A lengthy 
but easily readable article on the effect of differences between saving 
and investment upon economic activitv* both in a static and dynamic 
economy'. 

Mivui, F C. Prices in /tcrranoti atul Recovery. New York: National 
Bureau of Economic Research. 1936 A statistical study of price be¬ 
havior during a business cycle which upsets some economic fallacies. 

MiTchri u W. C. Business Cycles: The Problem and Its Setting. New 
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York: National Bureau of Economic Research, 1927. One of the* earlier 
treatises on business cycles. Recommended for current reading. 
Morgan*, T. Income and Employment . New York; Prentice-Hall. Inc., 
1947. A well-integrated discussion of tire relationship between spend¬ 
ing. saving, employment, and income. 

Picxh', A. C. Industruil Fluctuations, chap. v. London. Macnullian A 
Co.. Ltd., 1929. A discussion ol psychological factors in economic fluc¬ 
tuations. Written by one erf the outstanding classical economists. Rec¬ 
ommended for current reading. 

Son MPnXK. J. A. Business Cycles. New York: McGraw-Hill Book Co,, 
Inc, 1919. An encyclopedia on business cycle history and tla*ory. l)e* 
tailed attention is given to cyclical and long-term movements. Consult 
index for specific topics. 

Case VM; A 6 B APPUAXCE SALES COSU'WY 

The A A B Appliance Sales Company was formal as a partner¬ 
ship bv two brothers. Howard and Francis Welch, in 19 >7. It began 
operations as a radio repair shop and carried several lines of na¬ 
tionally advertised brands. A very small stock was carried, since 
distributors for most of the lines were located near bv and anv model 
not carried in stock bv the company could be secured from the 
inventory of the distributor in a few hours. In 193S the firm expanded 
into the general field of small electrical household appliances, such 
as toasters, coffee makers, waffle irons, band irons, etc. The rt*pair 
service was also expanded to cover these new items. Early in 1939 
the firm began the installation of automobile radios for a local auto¬ 
mobile dealer. Later the same year, the firm acquired an exclusive 
contract to sell, install, and service the Motorola auto radio. As a 
result, it installed auto radios for several dealers in its locality. 

Late in 1942. Howard Welch was recruited into the armed serv¬ 
ices. During his absence the firm continued to operate under the 
supervision of Francis, who specialized in repair work, since the 
manufacture of practically all electrical appliances bad been dis¬ 
continued for the duration of the* war During this period Francis 
sought to obtain franchises to handle certain lines when such prod¬ 
ucts were again available. By June. 1944, he had obtained franchises 
for Serve! refrigerators and water heaters. Westingliousc refrigera¬ 
tors, washing machines and dryers, electric ranges, radio and televi¬ 
sion sets. In addition, he arranged to stock, on a nonexclusive Imsis, a 
large selection of Hotpoint products, such as dishwashers, electric 
ranges, and small appliances. With the return of Howard Welch 
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from military service in October, 1944, the firm undertook, under 
agreement with a local plumber and electrician, the establishment of 
a kitchen planning and installation service. From one of the manu¬ 
facturer* of kitchen equipment the firm was able to obtain free 
counsel as to kitchen planning. 

The building in which the business was housed was owned by the 
Welch brothers. It was located several blocks from the center 
of the city but on one of the main thoroughfares. In the rear of the 
building was the repair shop, which was large enough to accommo¬ 
date six automobiles as well as the necessary benches and cabinets. 
Across the alley from the rear of the building was another building 
which had once l>ern used as a garage bv a local deliver)- service 
but was vacated when the delivery firm moved to larger quarters. 
This space was rented bv the Welch brothers for warehouse pur¬ 
poses in January, 1945, in anticipation of larger operations. At this 
time tlie firm had in its emplov one mechanic-electrician, a clerk 
who served iti the store, and a part-time janitor, in addition to the 
services of the Welch brothers, who worked on sale's and installa¬ 
tions, together with the plumber and electrician under contract. 
Prior to the war, sales were made through personal eon taels bv the 
Welch brothers and an advertisement was run continuously in the 
weekly paper, which was published locally. Tin* city in which the 
firm was located was a large suburb of a metropolitan area, but no 
advertisements were placed in any of the large dailv papers serving 
the area. The brothers had grown up in the suburb and enjoyed a 
wide acquaintance. 

In order to finance the postwar expansion, the brothers sold an 
apartment building in which they had an equity of $35.(MX>. Thev 
retained three other small apartment houses which they jointly 
owned. For many vears thev had enjoyed good banking relations 
with a local bank, which agreed to extend the firm a line of credit 
in the amount of $‘3,000. exclusive of contingent liability arising 
from indorsement of installment paper which the firm might dis¬ 
count at the bank. At the suggestion of the bank, the firm w>as in¬ 
corporated in February, 1945, with each brother holding 50 per 
cent of the stock. Hie original finn name was retained. The large 
increase in capital was deemed desirable so that the firm could 
purchase several items in carload lots, Tins resulted in a substantial 
discount per item, in contrast to purchasing in small lots through a 
distributor or wholesaler. From his contacts made in 1913 and 1944. 
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Exhibit i 

A A B APPL1AXCK SALKS COMPANY, INC 


C'okdcnhki> Balwtk S11K.KT a* c»r l>fo kuiu&u 31. wm tmk Yi.ak* 1945-4K, iMi ramt 



W* 

ttttf 

wir 

IHS 

A*aet*; 

C<u»h 

$ 4,221.01 

$ 6.131.05 

> 5.382,30 

f 3,191.57 

Account* receivable 

2,927.33 

3.02571 

4,271.14 

5,HIfl.78 

M endian d \m i n v er*tory 

77,033.30 

81,721.25 

88.104.51 

•M.nros 

Part* inventory 

8.52.VHA 

8.737 «>l 

7.020.22 

8,402.61 

Lund and buildup 

15,342 95 

l.’..342.H3 

15,342.95 

I5.342.US 


$108,951 40 

$114,040.47 

$121,000.18 

fl2Q.KttO.H6 

IjinbiitiirA: 

Note* payable 

f 35,000 00 

$ 25,000.00 

t 21,moo 

$ 18,000 00 

Account* pity able 

lK.7flU.fiS 

15,583 flfl 

21.034.01 

17.352.21 

Capital a tuck 

flO.OUOOO 

50.000.W 

50,000 00 

50,000.00 

Surplus 

15.300 75 

24.365 9*2 

27,908.17 

41,517.75 


$1(VK,9M 40 

$114,049.47 

$121,00(1 18 

$126,869.00 


KxAtAU 2 

A A ii AH'LlANlT. SAM S (OMPANY, INC. 
C'ondknhkh Pnom am> IjO.ssStatlmi.kj, 1945 AS, Inti.i^ivk 
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$112,521.78 


$117,595 51 

C«*t «vt ff> *ni« *old 


71,547 55 


79,003 27 

( ir«r«& Profit 


$ 40,974.23 


» 3K.502 24 






Solar ii«t 

$18,528.50 


$20,024.20 



3,087 22 


4,125.89 


ex pc use 

4,872.31 


5/2WL98 


Total iMpeutiL* 


27.088 03 


29,427.07 

Net Phttii 


$ 12 >86.20 


$ 9.105 17 



t!K> 



Stlb* 


$124,887 33 


$139,47385 

(.5*1 »>f gnHxltt wold 


83,072.15 


89,303 91 

(in** Profit 


$ 41.815.18 


$ 50.169.94 

Kxjw*fu»f#t 





8a Ur i<-« 

$21,217.30 


$23,421 75 


Tsxjii 

4.381.95 


5,122 39 


Mi*relUri«>oti» expense 

9,924 76 


4,764.22 


Total Kxikhim* 


$ 35,524 01 


$ 33,308.36 

Net Profit 


$ 6,291 17 


$ 10,861.58 

Mr. Francis Welch was 

able to obtain two car 

loads of rt 

•frigerators 


and one carload of washing machines in February, 1945. 


Exhibits 1 and 2 show the condensed balance sheets and profit and 
loss statements, respectively, for 1945-48, inclusive. Exhibit 3 shows 
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Exhibit $ 

A A B APPUANCK KALK8 COMPANY. INC. 


Total »y Movtm*, Jantaky, I IMA, to Mamt m, 1949. Ivrursiv* 



nn$ 


104? 

W8 

190 

♦January • . ., 

$ 6,271 K3 

$ 9.155,03 

$ 9,258 91 

$10,002 73 

$ 9.438.21 

►>bmarv 

6.589.31 

9.021 54 

9.378.52 

10.010 51 

8,715.62 

Mnr«'h . . . 

0.0*22.53 

9.291 55 

9,528 91 

10,492.55 

0,937 40 

April. 

7/2*5.27 

9,655 33 

9,072 33 

10,487.31 


M»v 

7,.var*i 

9,799 21 

9,895.18 

10,287 27 


Jillif: . 

H, 122.81 

9.931 -17 

9,840.37 

10,793.34 


July 

8,733 46 

9,806.28 

9,921 32 

11.173.56 


AUf(U*l 

0,152.32 

9.913 57 

10,919.18 

] 1,792 m 



0,935 71 

9.935 01 

10,845.50 

12,037.28 


Ofobrr 

. 10,457 19 

9,978.54 

11,3*1.29 

12.8H5.93 



10.801 32 

9,981.21 

11,287 03 

12,4121 59 


Ik*crintH*r 

11,1:10.53 

10,825.57 

13,027.83 

15,393.42 



monthly salt s for the same period. Early in 1949, Mr, Howard Welch 
observed that sales were showing a noticeable decline and by April. 
19*49, bad dropped to an alarmingly low level. He drew off the bal¬ 
ance sheet shown in Exhibit 4, as of April 1, 1949. Inquiry from the 
electric appliance trade association showed a similar decline in the 
industry, f rom some of his competitors he learned the same story of 
decreasing sales. Of the total indebtedness shown due tin* bank in 


Exhibit 4 


A A B APPL1 \N< T. SAI.KS COMPANY, INC. 


CovinrsuKit lUt.A.v t: SttKKr. April L 1949 


AnrcU 1 . 

(V*K 

A inn *u«t« v ;» hlr 

inventory 

Part* inventory 

l^uul nrnl buiMing* 


I 1.41! 23 
4,137.20 
oa.aki oj 
9 . 3 1 i .17 
1 5 . 342.95 


l.lftbltltM* 

Noti-w |m'M0r 
A'^ount," payable 
4 ".-qtintl Mock 
Surplus 


Totstl Acutetfl 


$125,783,20 Total Liabilities* 


9 I5.0M0.fln 

1H,427.91 
50,000.00 
42,355.35 


$125.78:4.26 


Exhibit 4. $S,!500 was due on June l, 1949, and S3,500 on July l, 1949. 
The bank notified the firm on March 30, 1949. that it had received 
a sight draft with bill of hiding attached in the amount of SI 1,000. 
coveting two carloads of washing machines consigned to the firm 
and requested advice as to its acceptance. The shipment was en 
route and was exjxx'ted to arrive in a few days. 

Because of the changed character of the firm’s business in the post* 
war period compared to tin? prew ar period, the Welch brothers felt 
they w ere unable to draw' conclusions as to whether the decline svas 
of a temporary nature or something more serious. The radio business 
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had sliown some seasonality of movement prior to the war. There was 
a rise in the spring, followed by a summer decline, with recovery in 
the fall months. The present experience showed a slump coming 
in the spring, when the prewar exjxrrienee had been in the opposite 
direction. From their trade association and near-by competitors they 
learned that there had been some seasonal muvomnil in washing 
machines and refrigerators prior to the war but that it was not al¬ 
ways consistent. Electric ranges and refrigerators appeared to show 
some correlation with new building prior to the war. but this re¬ 
lationship was somewhat cloudy in the jxistwar period, owing to 
large replacement demand. It was observed that a similar decline 
was occurring in residential building in the spring of 1949, and this 
at a time when it was generally stated that there was a serin its short¬ 
age of housing and a large lucking of demand for new homes. 

Mr. Howard Welch felt it necessan to accept the sight draft, in 
order not to impair his credit standing with the bank, The original 
line of credit was recently renewed h\ the bank. While all obliga¬ 
tions had been met on lime, he was of the opinion that the bank 
would be reluctant to extend additional credit on imentory at a time 
when sales were slow and there was some occasional price cutting 
in the electrical appliance 1 field. At tin same tune there was great 
need of obtaining sufficient cash with w hich to carry on o|x*rations 
and also to build up a balance with which to meet maturing obliga¬ 
tions at the bank in tin* near future. Mr. Welch believed there were 
several alternative solutions to the situation confronting him. First, 
the decline in sales could be interpreted as <emjx>raiy because of 
the federal restrictions on installment credit which would expire 
on June 30. 1949. unless renewed In Congress. He felt, as did inanv 
others in the industry, that the relatively high down payments of 
20 per cent of the purchase* price together with a maximum payment 
period of twelve months was one of the main reasons for the decline 
in sales. He might, under this assumption, seek an extension of the 
maturity dates of his notes at the bank. Second, the decline in sales 
might be in the nature of a downward trend, reflecting substantial 
satisfaction of the backlog of demand. This would call for a reduc¬ 
tion in inventory within a short period of time in order to obtain 
sufficient cash. With declining sales this would entail some drastic 
price reductions. Since about 75 per cent of the heaviest-scaling items 
were priced by the manufacturer under resale price-maintenance 
acts, this would add to problems of price reductions. Third, if the 
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decline were of a seasonal nature, a recovery would be anticipated in 
late summer or early fall. If tills were the correct appraisal of the 
situation, a sharp reduction in inventory at present would forego 
profits which amid Ik* made during the recovery period. 

yOKSTJONS 

L What jxmiblr types of economic fluctuations face the A & B Appliance 
Company? What additional information, if any, would you seek in an 
attempt to determine the cause of the decline in early 1949? 

2. Whal recommendations would you make if the decline were attributed 
to seasonal influences? To cyclical factors? 

3, If a seasonal pattern of sales were established, would you recommend 
that inventory policy lx* based on this factor alone? 

Caste VI-2; NORTIiSIDE LSSVLATIOS COMPASY , ISC 

In Noveml>er, 1942, the Model llchuilders. Inc., ol C hicago, 
Illinois, was organized Mr, John Wilson, Mr. Carl Svendlmi, and 
Mr. Richard Klein. Mr, Wilson was a carpenter and mechanic by 
trade, Mr. Svemlltun had most recently worked as a plmnher and 
electrician but had been in business as a plumbing and heating con¬ 
tractor several years earlier, while Mr. Klein was employed as a 
salesman for a metals novelty company until that company was 
forced to suspend operations localise of the war. Model Hehuildcrs, 
Inc., was organized primarily for the purpose of remodeling old 
and larger homes into smaller apartments to meet the increased 
demand for housing Iveeatise of wartime activity . The government 
had established priorities for all the necessary materials to permit 
such work. The three incorporators each contributed $5,000 in cash 
toward the capital of the firm. In addition, Mr. Svrndhin contributed 
some material in his possession which was suitable for use bv the 
firm, so that the total original capital was $28,500. Mr. Wilson and 
Mr. Svendhm made estimates and performed w f ork on the various 
projects of the corporation, while Mr. Klein concentrated upon 
sales and the obtaining of priorities. 

The company prospered under this arrangement. Each incor¬ 
porator w*as paid a salary for his services, and profits were reinvested 
in the finn. By September, 1945. the company had accumulated a 
capital and surplus of $195,457.20 and had an average of 61 em¬ 
ployees on its payroll. Practically all its work had been of an interior 
nature, that is, the removing and building of partitions, construction 
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of new bathrooms and kitchens, resetting windows, etc. The firm 
had never undertaken any new building of any kind, although it 
had taken several subcontracts from builders who were working 
on government construction projects during the war, All three of the 
original incorporators were now engaged in sujjervisory work only, 
and Mr Klein had two assistants. 

In Octolx*r, 1945, Mr. Klein called to the attention of Mr. Svend- 
lun and Mr. Wilson that there was a decline in the amount of re¬ 
modeling work available. Mr. Klein was of the opinion that, with 
the end of the war, people were anxious to get out of small living 
quarters and into larger apartments or in individual homes. In ad¬ 
dition. there seemed to l)e a growing shortage of certain materials, 
many hav ing Inm freed of priorities by the government After sev¬ 
eral conferences it was agreed that the firm should either enter the 
general contracting business to build new and complete structures or 
seek another field of specialization w here materials were more easily 
obtainable. 

Among the materials in most plentiful supply were rock-wool 
insulation, roofing materials, and certain tvpes of windows and doors, 
particularlv those made of aluminum. After some preliminary ne¬ 
gotiations , the firm obtained a franchise to distribute and install a 
combination storm and screen window made of aluminum, metal 
thresholds, weathershipping, insulation, roofing, and the sale and 
maintenance of oil and gas furnaces and boilers The combination 
storm window's, thresholds, weather‘Stripping, furnaces, and boilers 
were produced by a manufacturer with a national reputation for 
qualitv products. The insulating and roofmg material w as purchased 
In the firm from various manufacturers according to desired specifi¬ 
cations. On January 1. 1946. the firm w as reorganized and its name 
change*) to the* Northside Insulation Company* Inc. With the excep¬ 
tion of furnaces and boilers, all products were promptly delivered, 
and the company enjoyed a profitable business. 

Subsecpient to its reorganization in January, 1946, the company 
employed ten salesmen upon a salary and commission basis. An aver¬ 
age of 75 employees was retaint’d on its payrolls Skilled lalKir was 
hired at straight salary on a weekly basis, while unskilled lalwr was 
hired by the hour as needed. Skilled la!>or consisted of carpenters, 
mechanics, steam-fitters, drivers, and office employees. Unskilled 
labor was used principally in loading operations. Mr. Wilson was 
quite insistent upon work of only the highest quality, as that was 
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owe of the company's main selling points. Orders were sufficient to 
maintain a backlog of 30-90 days. This situation prevailed until the 
fall of 1048. 

In Marc h. 1949, Mr. Klein called a mating of the outers of the 
firm to discuss what he considered to he a troublesome situation. He 
noted that sales had been declining for several months and that 
backlogs of orders had completely disappeared except on some spe- 
cial items which required some time for processing at the factory. 
This had brought about considerable idler time among the skilled 
labor. Mr. Klein was uncertain as to whether tlic situation was teni- 

Exhibit i 

NOUTIIHIDK INF LATION COMPANY, INC. 

Momtiii.t or Inmi;i.ation and IIkatin** ! hvihio**, Jani'ant !, JWfi, to 

Fr.H«i*OiT ZS, MM'i 

J •» , (i;s ■ ■ W.-* -J <: • ■ ■ ’ '.'.TT 

IM«V 1 i'**7 11*41* 

MnHin tiMuU { liwuln- ■; Hating i 

; litfli !>•* i On lion J>n i J*«> u«*h I *n l»t* t.t.it l>iv , l>»v 


Jumihrv *14,1211 1$ tt.3M V2\U* '4 1»,2I1 *30,7112 *12,1>K3 *25.31! ilWVil 
February j IS.W03 OfH • 24.1HW i W.371 : 30. M 4 » 13,1 ISf 23,057 ; 8,735 

NUrrh ; wm i 7.1 h* : 25,314 \ wh 32,718 j 15.212 I 

April. i 18,327 I 7,St? l 0 JM 33.511 ! 18.100 ! 

May.! 21.571 1 7.0CKt i 20,413 ; 0.7 II ! 32.573 , 17.011 . * . 

.fuur . ! 21.4311 ! 7.<*07 27.ISM U.S.V5 ! 32.410 18,304 I 

July j 21.7H3 | 7,M2 2H.1IW H.K07 33.471* 18.115 . .j 

Au*u*l ! 21.7WI 7.WW 29.535 10.053 32,135 ! 17,215 i 

tVptriulwr i 23,801 8,573 30,007 . 12.510 31.410 1.5,210 

OMm-i j 20.501 , 10,270 30,45# ; 12,314 30,315 13.211 : 

Nfivnohrr J 25,935 0.07! 30.231 12,092 28,133 13,733 

I Winter . 21’>,0U 0.431 31,115 12.7113 27,110 11,170 


porurv or whether it was the Iteginning of a postwar depression, 
which for several months had been forecast. Mr. Wilson and Mr. 
SveiKllun were of the opinion that to protect the company's interest 
there should In* an immediate reduction in the skilled lalnir, so as 
to reduce costs in line witli the reduction in sales. Mr. Klein was 
somewhat hesitant about this policy, since the market for skilled 
labor in the building trades was rather tight and if such lal»or were 
released now it might be difficult to obtain satisfactory replacements 
if business should pick up later. Company sales, by months, are 
shown in Exhibit 1. The monthly volume of business transacted by 
the predecessor company. Model Rebuilders, Inc., is shown in Ex* 
hihit £. 
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From his salesmen and company records Mr, Klein learned that 
about 75 per cent of the total business in the insulation division was 
on homes already built. The storm sash could lx* custom-fitted to 
windows of any size or shape and was easilv changed from winter 
to summer use by merely raising the storm window section and low¬ 
ering the screen. In existing structures insulation was blown in hv 
means of pressure machinery, which the company owned, while in 
new building it was applied in "hats” or sheets. Roth of these items 
were relatively expensive and were more in the nature of a capital 
ontlav hv a homeowner than a cun cut expense. 

From January, 1946, to January, 1948, alxmt 90 per cent of these 

F.xhthii 2 

MOIU’J. KEHrilJWIO*. INC. 

Totm. VoiruK of UrovK**, Montiimi, 1042 47 >, Iscmwk 
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lafii:* 
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M i y 
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;»i,:»7*j 

!.». 111 
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xum 
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: >4,37.2 
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AsjtfuM 


:».*». i3! 

42.0!:» 


41,7*73 

f»:» ( 43! 

30,327) 

CMoWr . . . 

41.374 

.WO in 

37,102 

N<*v<*ti3x*t' 

41, .Vi] 

7*3,217) 

33,27)1 

1 

SI I..M2 40,003 

7*1.901 
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sales were for cash nr payment in fK> days. By December. 1948, cash 
sales had decreased to alxntt 70 per cent of total sales. Credit sales 
were handled primarily through Section I of the Federal Housing 
Act. which permitted the purchaser to mate installment payment* 
over a maximum period of 36 months. Actual financing was done 
through the firm’s bank, and such loans were guaranteed by the 
FHA. The remainder of the credit sales was financed by the same 
hank over a twelve-month period. Such installment notes were in¬ 
dorsed, with full recourse, hv tine Norths id v Insulation Company. 

Sales in the heating division were alwnit 50 per cent replacement 
in existing structures and the balance in new construction. The firm 
usually bid for the new construction business on a subcontract basis 
to local general contractors. Sales for new’ construction were almost 
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all cash on a 30- to 00-day basis, Payment was made by the contrac¬ 
tor within a reasonable period after installation was completed. Sales 
for replacement were about half cash and half credit, the latter be¬ 
ing financed on an installment basis similar to those in the insulation 
division. 

From the information outlined Mr, Klein considered the billowing 
possibilities. { J ) that prospective purchasers had less cash to spend 
titan formerly and were reluctant to go into debt (salesmen's re¬ 
ports did not confirm the latter); (2> that the <lecline might lie of 
a seasonal character in the process of development; i 3 } that the 
replacement market was becoming saturated; or M) that a general 
decline in economic activity was developing. Each of these possi- 
hilitics w'as looked upon as an alternative and. therefore, would 
require different courses of action. From trade sources Mr. Klein 
learned that other firms in the industry were undergoing experi¬ 
ences similar to his Mr. Svendlun, on the basis of his previous busi¬ 
ness experience, was of the opinion that it was a seasonal factor 
which had not vet appeared localise of the postwar backlog of 
demand None of the owners of the firm gave much weight to the 
idea ot saturation of the replacement market, while the fourth possi¬ 
bility was strongly discounted, 

Mr. Klein believed that more liberal credit terms as to length of 
installment contract and size of monthly payment would alleviate 
the first condition, while the second would require either some effort 
to prevent the seasonal pattern from developing or possiblv the ad¬ 
dition of some other line to offset the seasonal decline. Mr. Klein 
proposed that, as an inducement to have insulation and storm sash 
installed during the spring months, the firm offer to make the in¬ 
stallations immediately, with no payment due until October first fol¬ 
lowing. The customer would have the option of making a cash 
payment in full on that date or having the first payment of an in¬ 
stallment loan fall due on the same date The firm would provide the 
credit without eliarge until Octolxer first. If the customer preferred 
an installment contract, the firm could sell the note to its bank in the 
ordinary manner. He Ixolieved that, as long as the prospective pur¬ 
chaser would probably buy in the summer or early fall anyhow, he 
would be equally willing to purchase at an earlier date if no addi¬ 
tional cost were involved. If such a plan were successful, the firm 
would Ixe able to schedule its installations in such a manner as to 
make more efficient use of its lalxor force and permit the retention of 
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its present staff of workers. In presenting the plan it was pointed out 
that the gross margin of profit in the insulation division was about 
50 per cent and aI>out 35 per cent in the heating division. The firm 
possessed government Iwnds in excess of $200,000, which Ixjre inter¬ 
est at a rate of slightly more than 2 per cent. 

QcrjsnoNS 

1 Wlmt action would you propose the company undertake? 

2- From the information presented do you Indies e the decline in sales 
was a seasonal or a trend factor? How do sou reach such a conclusion? 
3. Would you recommend the use of the company's funds in the manner 
proposed? Whv? Would you suggest that the firm carrv its own in¬ 
stallment paper at the going rate of 4S per cent rather than finance it 
through a hank? 

4 What additional information do you feel the company should lw\e had 
before reaching a decision? How would von make use of such infor¬ 
mation? 


(Vnr \ l~l HAfiY FOOD lSDOSTHY 

The entire text of this case is reproduced, hy permission, from the 
Wall Street Jourruit of June 23. 1949. 

An epidemic of competitive selling is sweeping the industry that makes 
fo«*l for infants. 

There's good reason. People who ponder birth rate statistic s say the 
great post-war baby-having wave reached its crest last year. Thcv sec a 
steep slide from now until 1935 Baby food packers who supply $|>ccially 
prepared fruits, vegetables, meats and soups to an estimated nine of every 
ten l .S. infants, face the loss of a third ul their potential market. 

in 11*48. savs the l\S. Census Bureau, the infant population (babies 
under two years) reached a record high of 7,400.000. By the end of the 
year their numbers art* expet ted to drt»p to 6.800.000. Six years from now 
the figure will be back to the 11*40 level of 4,700.000, population experts 
predict. 

How to buck this ebbing market is the problem worrying baby fotxl 
producers. In the last eight years, by riding the birth curse upward, 
they’ve turned a little business into a big one. From around 254 million 
cans of strained and chopped baby foods produced in 1940. the pack 
grew to 1,500 million cans last year—about tt per cent of the total pack 
of canned fruits and vegetables. Sales, at the retail level, soared to nearly 
$120 million last year from $20 fni}lion in 1940. 

The business is divided by five major babv food packers— Gerber (the 
biggest). Heinz. Libby, McNeill, and Libby. Clapps and Beech-Nut—and 
a handfull of small firms. In addition two specialists have an important 
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itakc in the industry. Campbell Soup G>mpany puts up five varieties of 
baby foods* and Swift and Company turns out a large quantity of baby 
meats. All the major packers, except Gerber* also produce general food 
lines. 

The industry's plants are strung across the country—from Ganajoharie, 
New York, to San Jose, California, hut the west coast, especially Califor¬ 
nia, with its big production of fruits and vegetables is the primary center 
of production. 

From now on as the birth rate declines, all these companies h»ok for a 
period of tougher competition. "That factor is already being considered 
in packing schedules ami plans for sales campaigns,'" says a Gerber execu¬ 
tive, 

"Competition is already keen, but it’s certain to get keener," adds a 
major eastern packer 

Along with their special birth rate problem, habv food packers are 
also feeling the public s general pinch-penny buying sentiment. Explains 
a western cautter: 

"People who se been buying four or five cans a dav have begun cutting 
down. They make their baby foods stretch farther, just like evervone 
else. Now when junior doesn’t finish the can, mama puts the leftovers iri 
the refrigerator to use the next day instead of throwing it uwav." 

The packers with no intention «>! riding this curve back downward are 
reshaping and sharpening up their selling strategy in the hope of stirring 
up some trends in the other direction 

“One theme we are going t<> emphasize is to get mothers to feed more 
commercial baby foods to their children.” says one sales executive. "We 
think we provide purer and cheaper foods than mothers can prepare 
themselves, and there’s no doubt that it s easier for the mother." 

"There’s no reason why we can’t build the sales curve back up and 
even go beyond it," adds another packer 

Another line of attack (*> niter the non-users of commercial baby 
banks. 

"Some packers think that about <)0 r>er cent of the babies are already 
eating at least some canned or glassy! baby foods,” comments the sales 
chief of one firm. “I don’t believe it is that high. Even if it is, that 10 per 
cent of non users is worth going alter and we intend to do it." 

Adults aren't being overlooked either in the raw to keep volume up. 
Packers have never applied their yardsticks to adult consumption of habv 
foods, but thev are getting curious about its possibilities. Most adult 
consumers an? aged or sick persons \ stomach ulcer patients, for example) 
who require foods that are easilv digrstixk 

Packers have a varietv of sales weajvous to use in their competitive 
struggle for customers. Yluv aim their main appeal towards two key 
persons in the baby's early life: its mother and its doctor. 

Sales departments cull birth notices for vital statistics and gently bom¬ 
bard the new mother with coupons and cards entitling them to free cans 
of baby fexxh 
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"We figure if we can get them started early on our brand, we have a 
splendid chance erf keeping them as customers all the way through the 
baby food stage,” says E. J. Burley, sales manager for the western division 
of Libby* McNeill, and Libby. 

The give-away program is geared to the baby's progress too, Clapp's 
tacks up coupons on grocers’ baby food shelves, offering an initialed bany 
spoon for payment of 25 cents and three labels from its babv foods or 
one box top from its cereals. Libby offers a comb and brush set for 50 
cents and six labels and a "lullaby lamp" for 55 cents and six labels. 

Pediatricians get special attention from babv fond producers. Most 
firms send them pamphlets and offer to provide them with free samples 
of food in the hope that the baby doctors will barn! the sample to new 
mothers. Thev sometimes present pediatricians with such promotional 
gadgets as automatic pencils mid note pads. 

"There's no doubt that if wo can get a doctor to hand a new mother a 
certain brand of babv food as a sample wove just about got her as a 
permanent customer/' says a salesman. 

“One time I spent siv months in a town doing nothing but personally 
contacting pediatricians and head nurses in hospitals and getting them to 
giw mothers our samples. We raised out sales from third to first place/* 
reports another sales executive. 

Another front line for salesmen is the grocery store where thev battle 
fnr “shelf' or display space lor their brands, In areas where competition 
is stillest, some firms employ "merchandise men" or "junior salesmen" in 
addition to their regular salesmen. 

The junior salesmen do little he vow I making the rounds of grocery 
stores and keeping their display counters filled with their brands. They 
find that larger, busy grocery firms sometimes neglect the babv food 
shelves because the small babv food cans are harder to stack and tedious 
to handle 1 . The* small fry cans average IS ounce s compared with 1 pound, 
14 ounces in the No. 2V cans of regular line fowls. 

So far the population “recession'' hasn't hit baby food packers hard. 
Thev have been able to follow the- population “wave" of MMS from the 
strained babv food age on into the second year of chopp'd, or junior, 
food age. 

Straine d foods. which are forced through fine screens until they resem¬ 
ble purees, arc designed for babies from three to 12 months or more. 
Chopp'd foods, which are bulkier, an- made foT babies up to two years 
of age. A few continue to cat them l#cyoml that age but the drojMrff is 
sharp after two years. By that time, babies are eating about what numia 
and papa cat. 

Packers this year are putting up more chopped foods for the heftier 
appetites of 1948-Itnm babies. By next year however, they will Ik* "gradu¬ 
ated” out of the baby food class entirely—meanwhile there will be fewer 
new strained food eaters. 

Babv food packers are continually experimenting to bring new foods 
on the market and broaden their appal to infants' tastes. Several firms 
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are now testing strained plums* for example. Sweet potatoes and squash 
took their places alongside other standard packs. Other products are 
fading out. Packers say the youngsters are winning their war against 
strained and chopped spinach* demand has nearly disappeared. 

Gerber starteu out with five products in 1928. Today it markets 22 
strained foods, including fruits, vegetables, custards, and meat• vegetable 
meal combinations, 15 chopped foods lor juniors, three bahv cereals, 
three* strained meats, and three junior meats. Most of the major pack its 
have an equally varied array of foods, 

Except for Beech-Nut, which packs only in glass containers, all the 
larger pickers use froth tin and glass. On the east coast mothers prefer 
glass almost exclusively, while on the west coast the preference is exactly 
reversed in favor of tin. Packers don’t know' whs. They are closely watch¬ 
ing the recent move (if Beech-Nut into the western market with its glass 
pack. It has just completed arrangements with brokers for distribution 
of its glass packed products in I .os Angeles and San Erancisco. 

Question's 

1. What is the underiving cause of the expected increase in competition 
in the baby food industry? 

2. Do you agree that the efforts of the individual packers to maintain 
their share of the market is the proper way to attack the problem? 
Would you suggest that the collective efforts of the packers, eg,, 
through a trade assoc iation, would obtain better results? What sort 
of efforts should group action take? 

3. Is there any evidence in the text that some of the expected decline may 
be due to factors other than the decline in the birth rate? What is it? * 
Does this factor ap|H a ur to l>e of major or minor importance 5 

4. What is the chief substitute for prepared baby foods? Does this affect 
the price policies of the industry? 

5. Would you suggest price reductions by the individual firms as a partial 
answer to the expected decline in demand? Why? In what competitive 
area would you recommend that the firms concentrate their efforts? 

(I. Is the Gerber company in a different position than am of the other 
firms? Do you think they .should follow a different policy than other 
firms? W hy? 

7. Is there any exidence of horizontal maladjustment in this industry? 

Cure VI-4: FORECAST Of TRICK SALES IS J950 

The entire text of this ease is reproduced. l*v permission, from the 
Wall Street Journal of February 2d. 1930. 

Truck makers advance a theory tbit the industry generally will sell 
far fewer trucks this year than last. But almost every important producer 
behaves as if he expects to sell more—bv scheduling big production. 
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Perhaps the optimism springs from the fact truck makers have been 
sprucing up their models* paring some prices and teaching salesmanship 
to their dealers. This seems to have paid off in January, with some makers 
reporting record sales. 

Tin* pessimism come from the very best people, however. Tlwt semi¬ 
official industry oracle, Ward’s Automotive Reports. thinks only WO,(100 
trucks will Iw* made in the U.S. this year. That would hr a 25 per cent 
drop from List vear, a 37 per cent decline from the peak production of 
1948. 

Sales officials of leading manufacturers generally go along with this. 
Both J. W\ Burke. Chevrolet's truck sales manager, and E. C. <^uimi, 
general sales manager of Dodge division of Chrysler Corporation, think 
total domestic sales will he down about 800.000 units, and exports will W 
even smaller than last year, when thev made up onlv 11.2 per cent of 
production. ( Before the war thev ran 20 per cent or higher .) J, C. Ball, 
Ford's manager of product sales ami seme vs. suggests his colleagues 
may be a little too gloomv, but agrees the statistics will record a slide. 
Yet each of these three gentlemen insists his own cornpanvs outlook is 
very good indeed, at least if the dealers teullv go after trie business. 

('bevvy, biggest of tile lot. has stepped up the horsepower of its en¬ 
gines and is making the most of it by splashing ads proclaiming the "most 
powerful trucks in Chevrolet history." Unless prevented bv some outside 
influence such as a prolonged coal strike, it aims to top 1949 output in 
each of the first six months of 1950. 

Ford, which has made a score of improvements and changes in its 
1950 trucks, and cut prices $20 to $.H0 on all tint its largest models, is 
about to launch an intensive truck sales training program for its dealers. 
With additional wheelbase options, it is proclaiming in ads the "broadest 
.selection" ever. It is scheduling output of ]80.000 trucks in the first six 
months of this year, which would be the biggest such period in its history. 

Dodge has trimmed its prices, too. bv as muc h as $125. and is plugging 
the slogan: Triced with the lowest n After adding a four ton truck to 
its line it is also heralding "more basic models" than ever. This does little 
good at the moment, with assembly lines idled by a strike, hut when that 
is over Dodge expects to come back with a manufacturing rush that will 
carry its output for this full year up to ecjual 1949. 

International Harvester, fourth of the *big four " aims to beat its pro¬ 
duction of last war. It spent $30 million preparing its current models, 
which feature more powerful engines, cabs that are more comfortable and 
easier to sec out of, new styling and mechanical changes. Its line includes 
new intermediate sizes. 

If the big producers are correct in their pessimism about industry 
sales, and are right in their optimism alnmt their own sales, it means they 
will fw seizing a larger share of a shrinking market, That trend was notice¬ 
able last year, when they accounted for 7S.7 per cent of the industry's 
production, compared to 75.3 per cent in 1948 It could Ik* that the big 
four are gradually regaining the 52.2 per cent of the market they held 



454 


BUSINESS ECONOMICS 


buck in 1919, More wartime military orders ami post-war scarcity of 
trucks for civilians gave the smaller companies a glittering opportunity. 

But at least some of the smaller truck manufacturers refuse* to fed de¬ 
pressed. TlieyVr got ambitious plans of their own. A spokesman for 
White Motor Company, for instance, which has added a new' lighter 
truck to its line, looks forward to an increase in sales volume. Autocar 
«ivs sides of its heavy model* “have been improving at a slow but steady 
rate” after weakness in 1949, 

Ihe forecast of a diminishing market for all trucks in 1950 is taisod cm 
three ideas: The export market will contract Mauve foreigners haven’t 
coiKjuered theirdollar difficult u*n. The deferred domestic demand of war 
years has now been satisfied, laiwei agricultural income means less buy¬ 
ing by farmers, who now own almost .'10 per cent of all trucks in the 
United States. 

Statistic's can he used it* more cheerful fashion, of course Thru* are 
still about 2,500.000 Bucks 10 year* or more m age, and these should he 
replaced, auto makers figure I hat alone would lake a couple of years at 
lust year s rate of production, 

Brightest s|>ot in the picture is the increasing use of trucks Brgistra- 
tium jutnjM il from 4.S75.000 m 1941 to 7.070.000 at tin- end of 1919. ac¬ 
cording to the Automobile Manufacturers Association, and one company 
official argues that flit* average truc k is piling up more mileage nowadays 
so will base a shorter life. 

Well, how lias truck production ac tually been running thus far in 1950? 
it started out with a rush that belied the experts' fears. Chevrolet. Ford 
and Dodge all reported the* be st January sales in then histories, and 
truck production h\ all U.S. lactones from January 1 through February 4, 
row to 110,000, an increase of 4.01)0 from the similar period of 1949 Bv 
February IS, however, the total for the year to date* had mounted only 
to 150,KW; it was lagging nrarlv 10,000 behind last years pact*. But this 
was apparently more the result of the strike at Dodgr plants and a sus¬ 
pension of assemblies at Willvv than evidence of am general weakening 
in demand. 

In February last year dealers all over the country were reported cut¬ 
ting prices on medium and light-heavv trucks because those sizes were 
accumulating unsold. Word now is there is much less price cutting* 
I dealer inventories are U tter balanced, tn part lmx;tuse in 1949 manu¬ 
facturers shifted about 70 \m cent of production to light dutv models, 
compared with only 55 per cent in I94S, and a pre-war average of olimit 
50 jx*r r ent. 

The major companies fell short of recapturing their pre-war share of 
tlx* market last year mainly because of the larger-than-prewar share held 
by the top three of the smaller producers. Tliese are CMC Truck & Coach 
Division \ second entry of (General Motors Corporation, the first being 
Chevrolet \ SUuiel raker and WiliwOverland. CMC was the industry's 
fifth ranking truck maker before the war. but the* other two were far 
down the list. Laist year tin* three did 17.4 per cent of the nations truck 
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producing business. In 1939. they accounted for only 7.8 per cent. While 
the small producers, as a group, were slipping in percentage of total out¬ 
put from 1948 to 1949. CMC and Studebaker actually showed an increase. 

Studebaker s ability to hang on in the developing buyers market of the 
last year or so 1ms been one of the hig post-war surprises in the truck 
industry. Another was the unexpectedly large munlrr of ]ocps sold bv 
VVillys up to flic middle ot Inst year. These vehicles are classified by the 
Government as trucks and were responsible for bringing Wills* into fifth 
plate among truck producers in 1948. 1947. and 1918. laist year. however, 
Willys fell to seventh place. with its output ol Jeeps and light trucks less 
than half the ISMS figure. But it was still far ahead of pre-war. 

Most of the other small producers—linns like Mack, Diamond T. t 
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White, Ben. Federal, Di vco, Autocar and Brockway—were also squeezed 
into a smaller share ot the nation's truck output l ist vear. IIus year the 
competition of the lug companies promts*, s to he even tougher, hut in¬ 
dustry men s«\ the three middle bracket makers—Ci MO. Studcbakcr and 
Willy*—may feel the pressure* most The small makers have all been 
getting ready for the sales fight. CMC stepped up the horsepower of its 
light and medium duty truck engines in December, made 4 a number of 
cab and chasis improvement and added several new models. 

Heo is counting on its new "Cold Comet” engine and an expanded 
model line to keep it in the running. It is alrout to begin shipments on a 
$31 million military order obtained last summer. 

Federal Motor True* Company is planning to introduce new models 
this year and its application for a $1 million loan to cover tooling expense 
has been approved by the Reconstruction Finance Corporation. 
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Mack Truck will spend three times as much as last year to push sales 
of its heavy-duty trucks. It plans to step up advertising in trade publica¬ 
tions v popular magazines and direct mail. The company is also offering 
free course* for mechanics in diesel truck and Inis maintenance. In the 
New York City area the classes were so popular Mack had to liire the 
huge Manhattan Center to handle applicants. 

The table on page 455 compares 1949 output by the various truck 
makers with 1948 and pre-war 1939 figures. It also includes each coni- 
pan vs percentage of total production. ’Hie figures are supplied by Ward's 
Automotive Keports. 

(,)rt.srioss 

1. How would you explain the fact tliat. while the demand for the truck 
industry apparently is expected to he lower in 1950 than in 1949, al¬ 
most all the truck producers are planning a higher output in 1950? 
Would this not indicate that there may be excess capacity in the in¬ 
dustry Indore the end of 1950? 

2. What is the nature of demand for trucks? Docs the fuel that they an* 
durable: goods play any part in forecasting production lor the coming 
year? 

3. Would you, as one of the smaller producers listed in the table, have 
any reasons for increasing output in the face of declining demand fur 
the industry? What additional data or facts would you desire in making 
such a decision? 

4. Are there any indications that the truck industry may be afflicted w ith 
overinvestment? Would you. as a truck producer, enter upon a pro¬ 
gram of expansion of capacity at this time? 

5. What arc some of the factors affecting the demand for trucks? 

Caw VIS ACME WESTERS SfAClllSERY COMPASY 

Mr, Paul Bigelow, president of the Acme-Western Machinery 
Company, in reviewing the company’s operations for 1949, noted 
tluit there wus a decline in the production of heavy tools and equip¬ 
ment. The company manufactured heavy machinery for the con¬ 
struction industry. Its chief products were trucks, bulldozers, power 
shovels, and loading machinery. In addition, it produced heavy con¬ 
crete-mixing machinery and builders' concrete-handling equipment. 
None of the trucks was of less than eight-ton capacity and were 
usually built to order. While the bulldozers and power shovels were 
more standardized, they were of a very heavy type and were manu¬ 
factured by only two other firms in the United States. A limit 65 per 
cent of the company’s business consisted of building equipment to 
specifications. The company maintained a staff of engineers who 
either visited jobs where such equipment was needed or assisted 
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contractors in drawing up equipment specifications for their par¬ 
ticular type of work. 

The company was organized in 1925. for the purpose of building 
road-maintenance machinery. In that year Mr. Bigelow produced a 
machine designed for the upkeep of dirt and gravel roads, By 1930, 
the company built some road-construction machinery and ditch¬ 
digging equipment. It was not until the second World War that the 
company began to build large, heavy-duty equipment cm a large 
scale. To meet the increase in demand for its equipment, the com¬ 
pany had about doubled its capacity as of 1940. The company op¬ 
erated its own foundry and machine shops. Motors for the trucks 
and other power equipment were purchased from other firms and 
usually were standardized. The motor manufacturers and the Acme- 
Western Machinery Companx often engaged in joint research lor 
the purpose of designing more powerful engines as larger and heav¬ 
ier equipment was demanded. 

The price policy of the company had always been one of cost of 
labor and materials plus a percentage for oxerhead and profit. The 
accounting department had developed a system of standard costs 
which were frequently checked and revised in an attempt to keep 
in line vx ith actual exists. The company had shown an annual profit 
from its organization through 1930, when the impact of the de¬ 
pression caused a sharp curtailment of operations. Prior to 1930, 
production had been at an average of 90 per cent of capacity During 
the earlx thirties, operations dropped as low as 5 j>er cent of capacity, 
arid as a result the company suffered defic its from 1931 to 1935, in¬ 
clusive, Practically all the operations during that time consisted of 
the production of parts, with occasional orders for a new pii*ce of 
equipment. The company entered the depression with a sizable 
inventors' of parts, so that little production of these was undertaken 
early in that period. In an effort to keep costs at a minimum, the com¬ 
pany purchased parts and sublet jobs to other firms if the price 
quoted was lower than the company w'as able to meet in its own 
plant. In 1936 the company showed a small profit, but a heavy loss 
was incurred in 1937. with the sharp recession of that year. Subse¬ 
quent to that year the company had shown an annual profit. 

The main products of the company were relatively expensive and 
of high durability. A ten-tori earth-mover truck, for example, sold 
in 1949 for almut $30,000-4*10.000. depending upon specifications. 
A concrete mixing and loading plant, w hich could be assembled and 
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disassembled for movement from job to job, with a capacity of 425 
yards per eight hours, sold for about $fK),000-875,000, according to 
specifications. The first ten-ton truck built by the firm in 1934 was 
still in operation, as was the first gravel loader, built in 1927. Some 
of this equipment had l>eeri modernized by rebuilding. There was 
also the problem of used equipment, esjveciallv in periods of low 
i'onstruetion activity. 

In February. 1950, Mr. Bigelow attended the convention of the 
Associated (General Contractors of America. Inc., at San Francisco, 
C alifornia. The attitude which prevailed at the convention and 
which was shared bv Mr. Bigelow, is dcscriliecl in tlx* following col¬ 
umn which appeared in the Wall Street Journal of March 2, 1950: 

This country in 1950 will probably see the biggest volume of building 
in its history—but. brother, will the competition be fierce! 

That's the chorus coming from l.5tK) building cnutrnctnrs inerting 
here this week for the annual convention of the Associated General Con¬ 
tractors of America, Inc. Thev re the men who lay the nation's roads, build 
the darns and factories, the skv*cra|>ers and apartment houses. You'd 
think they'd he singing a hymn of rejoicing. They are wailing the blues. 

The reason is simple: Too many builders. A good index to their mush¬ 
rooming growth is the mcml>ership roster of the Associated (General Cam- 
tractors. In 1919, members numbered 2/300. By January. 1945, the roll 
called bad expanded to 3JB1. and lour years later, on January 1. 1£M9, 
then' were 5,009 Another 502 firms joined last year, the total now is 
5,5)1 This figure takes in almost all the big building firms, and the tradr 
association says its mend>ers do HO per cent of all l.S. contract construc¬ 
tion. But there are thousands of other small contractors, and their ranks 
have swelled, too. The A.G.A, estimates there are more than 32,000 
contract builders in the country tnd.iv. 

But building volume hasn't increased recent Iv at that pace. This year, 
estimate statistical experts of the Associated General Contractors, total 
U.S. construction will hit 830 billion-820 billion in new building and 
about 810 billion m maintenance and repatr work. That 820 billion guess 
— should it coiih* to pass—would be a slight $700 million more than the 
1949 record of $19,300 million of new building. At the wartime peak, 
where there were unlv a lillle more than half as many contractors as 
now. new construction totaled 81S billion. 

That discrepance means contractors are at each oth<*r’s throats on 
almost every job that comes on (lie market. Nearly all non-residential 
budding is awarded on a bid basis. HestJt; they’ve had to trim profit 
margins, often to loss levels, to beat out the other fellow. That trend, 
which began last year, is certain to grow in 1950, sav builders from coast 
to coast. 

In San Diego, for instance, where a 10 per cent increase in construe- 



FLUCTUATIONS IN ECONOMIC ACTIVITY 4W 

tion is expected this year, as many as 30 bidders for medium-sized high¬ 
way jobs are reported. "Up to last year the average public project wonId 
draw five to eight bidders.” says John A. V'olpe, of the Volpe Construc¬ 
tion Co, of Malden, Mass. "We recently bid against 19 others for a high 
school job.” 

In Spokane, Washington. 13 to 15 bidders are reported as "average** 
these days and a lot of contracts attract as many as 25 to 30. hi law 
Angeles, whe re 1950 construction is expected to set a new peak, com¬ 
petition has readied a frantic stage John Mac-laud. president of the 
Mateo Corporation there, reports, "One project in the million dollar 
t lass recently had >3 bidders.” 

New York's F. II. McGraw & Company—not a member of the Asso¬ 
ciated General Contractors—agrees there are "too tnanv contractors 
bidding for each job" Relates an official “We submitted a bid for an 
industrial plant, believing we were one nf three bidders. We later dis¬ 
covered there were 30 bids submitted If we had known there were 
going to )>e that many, we wouldn't have* I withered/* 

Adds Gayle Armstrong, of Armstrong & Armstrong located in Boswell* 
New Mexico: "I bid on a datn job in 1 exas about two weeks ago. There 
were more than 20 bidders, Our bid was about $3 million. 1 figured wed 
get beat by $300,000 to $100,000 Actually the love hid was around $2 
million and the average was around $2,700,000." 

Bidding for contracts can be- expensive. One roinpanv estimates the 
cost of preparing a bid for constructing a $2 million industrial plant 
might run from $2,000 to $5.000—with all the odds against its acceptance. 
An executive fells of another firm that submitted bids on S5 jobs before 
it was awarded one. In Kentucky, a month ago, the low bid on a pi<*tre of 
highway construction was SSdfi.ONT. Before the bidding, state road engi¬ 
neers had estimated it would cost $1 OJ2.S87 to do tin* job. 

Another problem that general contractors have to contend w'ith is tlie 
growing practice of contract splitting. An industrial firm, for instance, 
planning to put up a new plant, asks for one set of bids for excavation 
work, another hatch for plumbing and heating, and still a third for 
installation of machinery. Contracts art* awarded separately for each 
type of work to the* low bidder in that field. 

How do builders fee! alxmt this trend? A Portland. Oregon contractor. 
Donald W. Hall of E. C. Hall & Company, sums up the iiwkkI: "We’re 
doing more work, but on much smaller margins than ever before. Our 
capital investment is a great deal larger than ever and, frankly, many 
of us are beginning to worn about the future.’* But there's also a bright 
side to this picture. *'At least the customer should be happy—he's getting 
more for his money than he* has in years/’ remarks a mid we,stern < on- 
tractor. 

The bidding battle ha* already resulted in building "prices" dipping 
an average of 10 per cent from the peak reached late tn 1948. Costs of 
some kinds of work have come down more than others; some fees are 
still declining, others have more or less stabilized. The contractors' asso- 
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ciation hits just completed a poll of its vnerntien on cost trends. This 
survey, covering all parts of the nation, shows the cost of building new 
factories, stores arid big apartment houses now averages vS.5 per cent 
under the 1948 high, Contractors think that figure will stay steady 
through J950. Heavier construction—dams, bridge, railroads and large 
public works projects—now cost 10 per cent less and builders look for 
some ’‘stability"* in that division. But the “pricr” of highly competitive 
highway work is still sliding, with the average decline nearly 13 per cent. 

Of this year's looked-lor 820 billion in new building, about $2 billion 
is expected to go into road projects (1949 road work cost SI.700 million ), 
some 16,500 million for one-family type houses i $500 million more than 
last year), another $6,500 million (atHmt the same amount as in 1949) 
for heavy construction, such as big public works, pipe lines, railroads, 
dams and the like, and the remaining $5 billion for factories, stores, 
apartment houses ami smaller public works, such as school or hospitals, 
is expected to be some $400 million below last year. 

The contractors foresee a shift this year toward less private construc¬ 
tion, Based on their survey, they predict a decline in industrial building, 
such as new factories, will inure than offset an expected increase in new' 
housing. They estimate $13,500 million of the year's anticipated $20 
billion in new work will be for private construct ion and the other $6,500 
million for public works. Last year the ration w*as $14 billion, private 
and $5,500 million public. 

Except in the housing field, building men Iwlieve construction volume 
will hold at u high level for several years But liuw long can the present 
intense competition continue without undermining the industry? Therr‘11 
be a natural readjustment, some prophesy, during this vear. “It looks/’ 
says an cast coast contractor, “like the start of the battle to weed out 
the weak ones." Some weak ones, it would appear, are already dropping 
by the wayside Dun & Bradstreet counted 65 building contractor failures 
during January, up from 53 in the similar month last year. The number 
laying aside hammcis and hods during all of 1949 was S3S—91 per cent 
over the 194$ casualty list. This mortality increase was more striking 
than for industry as a whole which last year ran 76.1 per cent over the 
194S figure. 

Many builders trace tlie roots of their troubles hack to wartime Then, 
many building organizations grew to huge size to meet the demand for 
swift-paced construction of airports, army camps and other defense needs. 
Now many of these firms are reluctant to shrink in size or to reduce their 
key personnel. Consequently, they have too much plant, men and equip¬ 
ment for the work available. They have to keep bidding to keep their 
machinery busy. The whole construction industry is out of kilter.” 
claims a southwestern contractor. ‘The tendency is to put more equip¬ 
ment on a job and do it faster. That’s what is eating up the volume so 
fast. Some outfits take jobs when they know they haven't a chance to 
make a profit. They've got equipment on which they have to meet 
payments so they take the cheap jobs.’’ Adds Walter L. Couse of Detroit: 
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There are a large number of firms which have entered the field during 
and since the war and not yet reached stability. They take anything to 
keep busy, and, in a lot of cases, have only gotten in deeper. S<»me large 
firms doing the same thing can stand the losses better, but their lower 
bids force others out.** 

Some old-timers in the business are trying to “wait out" the situation 
by bidding only on a profitable basis. Says F. \Y\ Parrott, president of 
C. F. Lvtlt? Company of Sioux City, Iowa: “When we bid on a job we 
do it on a conservative basis in the hope that some day bids will be let 
that way again. That means that right now only half our plan and top 
personnel is occupied. The overhead is eating into our reserves. We 
went through the same kind of a cycle in the middle 30V' One of the 
West (.-oast's biggest building firms has stopped bidding on highway 
work. "IPs too competitive for us." declares an official. The people who 
are bidding are losing their shirts.” 

Often firms which have decided to submit low bids find ex-cmplovces 
competing with them. In New England, reports an eastern builder: 
‘There are still more contractors coming into the field than going out. 
The newcomers an’ mostly men who worked as estimators, managers, or 
superintendents for other contractors Some arc finding the pasture is 
not as green as they expected." 

If a contractor wants to stay in the bidding against the pressure of 
sharp competition, be has to do so, say builders, against costs that have 
not drop|M d nearly’ as fast as tin- bid in prices. There's no sign of lalmr 
costs corning down this year," reports Paul Frederick son, of Seattle. Adds 
M C. Harrison, of Pittsburgh. “When vxr see excavation work going on 
for as much as 30 per cent below our cost estimates in a territory where 
wages are unionized and holding stable, we know the pint h is tight." 
Other builders sav a greater efficiency on the part of workers is helping 
offset only a part of high wage costs. Some materials prices have eased, 
contractors report, lint most building equipment "is not down a dime" 
according to one contractor who says his inxestment in machmerv is 
more than double the pre-war cost. L. M Denton of Detroit, concurs: 
That amount you have to have in order to keep yourself m a strong 
competitive position means at least 23 to 30 per cent more mar bines 
than were necessary Indore the war." C P Street of McDevitt 6t Street 
Company, located in Charlotte, North Carolina, comments: There 
haven't lieen sufficient decreases in labor or material costs to justify the 
price decreases since October, 1948. Some of the latter decline has crane 
alrtmt through increased efficiency of labor and lower sub-contract prices, 
but lower general contract prices have mainly stemmed from over- 
eagerness." 

In some parts of the country, contractors are also worrying over a 
downtrend in private industrial and commercial const met ion, offset 
only by a corresponding uptrend in public works. Says and East Coast 
builder: “Only work involving public funds lias kept the market up at 
all in our area lately. So far the situation u not alarming. Private post- 
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war construction Itas more or less caught up and institutional and public 
building that* held back is now going ahead. At the moment, the* propor¬ 
tion is distorted in favor of public building. But if this trend continues 
it will worry us ” A 1 xmg Beach. California, builder adds: “If municipal 
construction were to stop, flu* construction industry would be in a very* 
serious condition. Tins pro.sjiect is ominous." 

Upon bis return from the convention \lr, Bigelow called a meet¬ 
ing of his hoard of directors and outlined the situation to them. Two 
of the directors projiosed that the company immediately make a 
general reduction in prices, so that volume of output might he main¬ 
tained. Mr, Bigelow pointed out that to do this would mean a re¬ 
duction in the profit margin, since there was no indication of a 
decrease in the corupauvs labor costs and there was considerable 
rumor that there would he an increase in the price of steel. Mr. 
Bigelow’ had advised the directors at an earlier meeting that a de¬ 
cline in output was tn !>e expected in 1950, hut since attending the 
convention he was more ])cssiirustic as to reaching the level earlier 
projiosed, This meant that unit costs would necessarily rise some¬ 
what. do this, the same two directors favored an immediate prior 
reduction to increase the volume of salt s. 

Qnvnovs 

t. Do you agree with the two directors who proposed a price reduction? 
2. What is the nature of demand for hcavv equipment in the building 
intlnstiv* 

6. Is the re any information in the newspaper account which would 
indicate that the market tor heavy builders’ equipment is about 
saturated? Is there am thing in the account to indicate that the “ac¬ 
celeration principle" operated in this industry during and following 
the war years? What effect would this have upon the outlook for the 
Acme-Western Machinery Company? 

4. Mow does the expected decline in the unrulier of builders affect the 
Acme*Western Machinery Company? Would the situation be any 
different if. instead of two competitors, the Acme-Western company 
had a dozen or two competitors? 

5. What r«*enmmendations would von make as president of the company? 

Cow VM>: KELSO HEAT ISC ASP SHEET METAL COMPASW ISC . 

In the spring of 1941 tin* Kelso Heating and Sheet Metal Com* 
pany was experiencing difficulty in obtaining an adequate supply 
of oil- and gas-burning furnaces and boilers. The company had Ix-en 
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operating at capacity for about two years, primarily engaged in the 
installation of heating systems in new homes. There had also been 
a marked traid toward the substitution of gas-fired furnaces in 
place of coal, and the company was also active in this line. In addi¬ 
tion, the company had developed a reputation in its region as expert 
installers of sheet-metal work of all kinds. 

The company was established in 1932, as a funmce repair busi¬ 
ness, by four brothers whose father had long l»reii engaged in the* 
sheet-metal business, hi spite of depressed ceoiioinic conditions, the 
firm had prospered and grown. It obtained business, to a consider¬ 
able extent, on a price basis. On sheet-metal work the firm underbid 
most of the other companies in the area, but its work was of only 
the l>rst quality. The brothers were willing to sacrifice profit for the 
sake of obtaining business during the e;ulv vears of the firm. The 
business was built upon the thoorv that the customer must always 
be satisfied both as to quality of work and as to price charged. 

B\ 1938 the compum owned a new building, in which operations 
were housed. The building was free of encumbrance and had cost 
=$14,(MX), The company also had a stink of sheet metal and furnaces 
worth about $*35,000. which was paid for. It was the practice of the 
firm to pay cash upon the receipt and inspection of all materials. 
All four brothers worked on estimates, performed the actual work 
with the help of lalaners, and, when time periuitted. manufactured 
stove pipe and ellwnvs in their ow n shop, T h<* pi|K» ami eUw>w r manu¬ 
facturing operations were the onlv ones of the kind within a radius 
of two hundred miles Both pi|H* and elbows weie sold through job- 
lw«rs in sescral states. 4 he balance of the company’s ojK-rations were 
primarily local. 

louring the calender rear 1940. the company installed complete 
heating systems in 527 of approximately 1, KM) new' homes built in the 
area. In addition, it installed 381 gas furnaces in place of coal fur¬ 
naces. This was done w ith a crew of 21 men in addition to the ow ners 
of the business. Some of the electrical work and steamfitting opera¬ 
tions were performed on subcontract? to other firms. 'Hie company 
handled a nationally known oil furnace and boiler and two equally 
w-ell-known gas furnaces and Ixiilm. It also handled conversion 
units of both kinds. Shipments were received bv rail direct from the 
factories in carload lots, The company had adequate space? in its 
building and carried inventories so that it could keep itself con¬ 
tinuously occupied. Toward the end of 1940 t however, as defense 
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operations began to get under way throughout the nation, the ship¬ 
ments became less regular. Occasionally, the intervals between ship¬ 
ments were so Jong that lack of supplies caused the company to 
have idle time and resulted in upset schedules. This was causing 
some dissatisfaction with local contractors with whom the company 
did a great deal of business. 

In a near by city was located a company, the Apex Furnace Man¬ 
ufacturing Company, which had been engaged in the manufacture 
of coal furnaces for a number of years. It had three models which 
were produced in different sizes, and all were designed for the use 
of coal only. The company had enjoyed ail excellent reputation as a 
producer of quality furnaces during the twenties, but since that 
time its business had continually declined. The best-known furnace 
of its line w r as known as the "Heatgeneratnr” and w as made in both 
a commercial and a residential model It worked on the hot-air 
principle and was hand-fired but eusilv adaptable to stoker firing. It 
was designed about 1917 and patented a few years later. It was 
a rather large piece of equipment and w as assembled from over 175 
parts, but had been rated higli by the Anthracite Coal Institute for 
efficiency. It had not been redesigned since the original patent, and 
one reason for its decline in use was the expense of maintenance'. 
Because of so many parts, dealers were required to cam a con¬ 
siderable inventory ami it required a trained mechanic to take 
such a furnace apart for repairs and assemble it again. This resulted 
in high lalwir costs Its original cost was somewhat higher than 
furnaces of similar heating capacity, but its fuel consumption was 
less. Apparently the high cost of maintenance, together with other 
factors, caused the downward trend in sales of this model. 

A second model produced bv the Apex company w as exclusively 
for residential use. It was also designed earlv in the 1920's and had 
not Iveen modified since, It was considerably lower in price than 
the M Heat generator" of similar size and was known as the "Airtube/* 
It was much more simply constructed than the ‘Tleatgencrainr/* in 
that it was composed of seven castings and a sheet-metal cabinet 
which sat on top of the castings. This cabinet was filled with a 
nomlver of tul»os through which the exhaust from the firebox passed, 
and the heat was transmitted to an air chamber and then into ducts. 
The outside of the furnace was covered with a round sheet-metal 
jacket which permitted the entrance of cold air at the bottom and 
upward into the air chamber for reheating. It was designed ass a 
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gravity system and usually installed as such. Tliis model was the 
largest-selling item in the Apex line and was competitively priced. 

The third model in the Apex line was a simple cast-iron furnace 
similar to the “Airtube** except for the air chamber al*ove the firebox. 
It was the cheapest and least efficient furnace made by the company 
and was priced to comj>ete with similar furnaces in the market. Like 
the other two models, it also suffered from lack of improvement in 
apjjearance and efficiency. 

During the 1920 s the Apex company owned its foundry ami ma¬ 
chine shop and confined itself exclusively to the inanufactine and 
sale of furnaces. It operate d primarily in the New England and Mid¬ 
dle Atlantic states, although it made some sales in the Great Lakes 
area. It maintained branches in seventeen of the larger cities in that 
aiea at the peak of its operations, it sold through jobbers and re¬ 
tailers. Branch offices carried a large 1 inventory of l*oth furnaces and 
repair parts in order to maintain prompt and efficient service, al¬ 
though the company performed no service operations itself. The 
two higher-priced models in its line were well known in the healing 
business in the territory served and enjoyed an excellent reputation. 

During the depression of the thirties, the Apex company lost its 
foundry through default of bonds and sold its machine shop to avoid 
foreclosure hv creditors, the companv managed to letain ownership 
of its patents and much of its inventors and the patterns from which 
the castings were made. It reduced its operations to the maintenance 
of only two branch offices and had its castings made at a foundry 
in a ncar-hv citv on a contract basis. The machining of parts wus 
provided in a similar manner. The company also engaged in direct 
selling and concentrated its attention more ujx>ii replacement busi¬ 
ness and the sale of parts than on an attempt to obtain new business. 
In the citv in which the company had its home office it even went 
into the business of installation of new and replacement business. 
At no time during the thirties did the company attempt to adapt 
its furnaces to either gas or oil. The president of the company was 
an elderly person who had difficulty getting along with people. As a 
result, relations with joblwrs and retailers tended to deteriorate. 

The KcLso Heating and Sheet Metal Company hud installed some 
of the furnaces of the Apex company in the past and was aware of 
the decline of the Apex company. The Kelso company learned 
through its attorney that the Apex company might possibly Ik* 
purchased if the purchaser would assume the liabilities of the com- 
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pany. Investigation revealed that the company was practically on 
the verge of bankruptcy. Exhibit I show's a condensed balance sheet 
of the Apex company as of December 31,1940. 
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Arrangements wen.* made with the Apex company for an inspec¬ 
tion of its operations and the following was determined; 

1. The chief assets of the* company are its inventory of parts, pat¬ 
terns (subject to liens by the foundry V its patents upon its furnaces, 
and some imassessable amount of good will. 

2. The "Heatgenerator” mode*! is unsuitable for the present mar¬ 
ket without considerable redesign, but the outcome of e\en such 
attempts is quite uncertain. It is completely out of date and should 
l>e continued only to take care ol old customers who are unwilling to 
accept u substitute Profit from this model has come primarily from 
the sale of parts rather than the sale of tin* furnace. Considerable re¬ 
search expense is necessary on this model. 

«‘l. The Wirtulx*" model furnishes an excellent opportunity for 
adaptation to either gas or oil fuels with a minimum of expense. It 
could Ik* easily adapted to a boiler by appropriate iTKKlification of 
the castings A slight change in the firebox and redesign of the outer 
jacket would give this furnace a modem and streamlined appear¬ 
ance, The air chamber above the firebox is easily adapted to either 
forced warm-air circulation or air conditioning. The redesign of tin* 
patterns for casting the fireliox would exist approximately $5,000. 
New patterns would Ik* required to convert it to u boiler, at a cost 
of approximately $8,500. The new outer jacket could be made in 
the plant of the Kelso company from sheet metal and painted any 
desired color by spray equipment. Stokers could Iks easily adapted 
to this model also, at low cost. 
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4. The cheap model in the line could be carried in its present state 
by the Kelso company to meet whatever demand the company may 
have for a standard hand-fired coal furnace. Some streamlining of 
its appearance- and the adaptation of a forced-air mechanism would 
perhaps help this model. 

5, The chief problem presented is the capacity of the Apex com* 
pany, even in its present state, in relation to the demand of the Kelso 
company. Currently, the Kelso company sells aI>out 900 to 1,000 fur¬ 
naces per year. By continued use of the contracting of foundry and 
machinery operations the Apex company has a capacity of about 
7.500 to 8,500 furnaces per year. At this level of operations the Kelso 
company could enjoy a profit margin of about 55 to 00 per cent on 
the sale of furnaces, compared to its present 25 per cent. The present 
distribution system of the Apex company disposes of only 1.500 to 
1,800 furnaces per year To dispose of capacity output of tlu k Apex 
company would necessitate the building of new outlets and a de¬ 
cision as to whether sales should be* handled bv company salesmen 
or through agents and distributors, 11 the Kelso company acquired 
the Apex company at this time and made* no attempt to produce 
more than its own needs, the profit margin per furnace would Ik* 
about S to 10 per cent but would assure the Kelso company of a 
steady .supply of furnaces. This margin is computed cm the basis of 
the modifications suggested aliove and the purchase of oil and gas 
burners from outside sources, since neither the Apex nor the Kelso 
company is currently set up to produce them. In short, the acquisi- 
tion of the Apex c*ompany would mean moving into a larger and 
wider market for the Kelso company. The Kelso company had never 
had experience in handling a salt's force. 

ft. In addition to the foregoing, there is the problem of main¬ 
tenance of demand of the Kelso company at the present level, A 
large share of the company * present sales is dependent upon the 
construction of new houses. A decline in this area would forex? the 
company to increase its efforts to sell more furnaces in a wider mar¬ 
ket. If the decline in building were widespread, this problem would 
Income acute. 

The owners of the Apex company asked $50,000 for the business, 
the purchaser to assume all liabilities. The attorney for the Kelso 
company believed that an offer of $10,000 would be accepted. Work¬ 
ing capital of approximately $50,000 cash would be required im¬ 
mediately to handle an output of 4,000 to 5,000 furnaces during the 
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first year of operations by a new owner. Additional personnel would 
be required to handle l»olh production and sales of the Apex com¬ 
pany in the event of purchase. 

The Kelso company had approximately $40,000 cash on hand, 
plus excellent credit standing at all local banks. 

Question 

1. Would von recommend that the Kelso company purchase the Apex 
company? 



Part VII 
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WAGE POLICY OF THE ISDJVIDVAL FIRM 


The kormitation of the wage policies of the individual firm is a 
rather complicated process. Quite* obviously, (hr problem varies 
according to the size of the firm and its importance in the industry, 
as well as with the industry itself The wage policies in the so-called 
‘basic * industries, such as steel, transportation, metals, etc., not only 
are complex within themselves but have far-reaching effects upon 
the wage and price policies of other industries. A small firm does 
not always have the simplest problems in matters of wage policy, nor 
does a large firm always face tin* most complex of wage problems, 
\I1 firms, however, are concerned with probable future events as 
well as present conditions, both of which arc important in the deter¬ 
mination of wage policy. The forecast of probable future events in* 
eludes the expected behavior of trade unions as well as an estimate 
of the movement of other economic variables. 

The discussion which follows will not be an attempt to cover all 
aspects of labor relations of the firm. We are concerned here mainly 
with the economic properties of labor contracts. To the businessman 
a wage is a cost, and as such it enters into his calculation of plans 
for the future. A change in the wage rate is a change in cost, 
('hanges in the cost structure of the firm in turn, affect, in vari¬ 
ous degrees, price policy, production plans, marketing plans, and 
many other economic relationships. With the growth of trade unions 
in recent years, costs are affec ted bv more than wage rates alone. 
Welfare benefits, installation of safety equipment, pension plans, 
c hanges in length of the working week and day, and similar modifi¬ 
cations affect the costs of the firm. We are interested, primarily, in 
the effects of these changers upon costs. 1 h) 11) actual and potential, 
and upon the over-all policies of the firm. Some of the conditions 
and situations which affect the wage policy of the firm will l>e dis¬ 
cussed lielow. but the list is bv no mean* exhaustive While these 
situations provide some broad principles, it cannot In* overempha¬ 
sized that they do not provide a formula for wage policy for all 
firms under all conditions. 
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The Going Wage Rate 

Among many businessmen there is the tendency to pay the “go¬ 
ing wage rate'* for the various skills of lalx>r demanded. If such a 
policy is followed exclusively, the wage policy of the firm is indeed a 
simple one. What this means is that the firm lias little, if any, control 
over the level of wage rates. It may also be the result of custom or 
tradition in the industry to pay the going rate. But this does not ex¬ 
plain how the going wage rate is determined This rate may be, and 
probably is, the result of several causes. If the community in which 
the firm is located is one not dominated by any particular industry 
or a firm substantially larger than any of the others, the wage rate 
is probably the result of competitive bidding by the various firms 
for the available supply. This situation is analogous to the condition 
of pure competition in the pricing of a standard product where there 
is a large nunilwr of buyers and sellers so that no particular seller or 
buyer affects tin* price determined in the market. By “supply of 
labor," in this case, is meant the supply of the various skills In such 
a condition an increase in the demand for a particular skill would, 
other things Ireing equal, occasion an increase in the wage rate for 
that skill. If the increased demand originated in one particular firm, 
there would lx* a tendency for all firms to meet the higher offer 
in order to retain their employees. Competitive conditions in the 
labor market tend to determine the wage rate. The going wage rate 
is the result of the aggregate demand of all the firms relative to the 
supplv of labor. 

Where lalwir is not organized, the supply of labor may bo shown 
graphically as in Exhibit 1. The shape' of this curve depends upon 
the conditions of supply. If there are large numbers of workers will¬ 
ing to sell their serv ices at a given rate, the curve wall tend to be 
Hatter than in the case of few workers willing to work at the same 
rate. That is, the greater the number at the given rate, the more 
elastic the curve; and tin* fewer the number, the less elastic the 
curve. The elasticity of this curve is not controlled entirely by 
the local labor supply, The local supply may be increased or de¬ 
creased if differentials Iw'tween the local wage rate and the rate of 
other communities are sufficient to induce workers to move from 
one community to another. 

The going wage rate may also Ire the result of leadership of a 
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particular firm or industry in the community. If there b domination 
of the demand for labor by a particular buyer of labor senior, the 
rate he is willing to pay may set the "pattern" of wage rates in the 
entire community for the skills this buyer demands. This rate may 
be higher or lower than would exist in a more competitive market, 
depending upon conditions of supply. Smaller firms must pay the 
equivalent rate in order to obtain workers. 

Exhibit l 


srrPLY emu; of lahok in an t nohgamzfo market 



NUMBER OF WORKERS 

There is, however, a possibility of departing from the going rate. 
If the supply of labor is such that the leading firm cannot hire tile 
entire supply, the remainder may l)e forced to seek employment at a 
lower rate. This raises the possibility of obtaining labor of lower 
quality, particularly if the leading firm has a conscious policy of 
taking only the highest'-quality labor obtainable. If a firm competing 
for labor services wishes to maintain the quality of its labor, it may 
be forced to pay the going rate. A firm, however, which can utilize 
the lower-quality labor may f>e able to offer a lower wage and obtain 
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a sufficient quantity of labor. This is one of the reasons why there 
muv he differences in wage rates within the same community, both 
within and without the same industry. 

Where all industries in a given community draw upon the same 
labor supply, the going rate may lx* determined by the largest users 
of lalxir, and the wage policies of other buyers of labor will be pat¬ 
terned after those of the larger firms. Where such a condition of 
leadership exists, other (inns are concerned not only with meeting 
the going rate but with seriously considering whether they should 
offer more than the going rate. To do the latter rnav have unfavor¬ 
able long-run consequences, in that the going rate may he affected 
bv such action and incur the ill will of other buvers of labor. In a 
situation in which there is a tendency to pay going wage rates de¬ 
termined by firms who compete directly in the product market, a 
move on the part of one of the competing firms to raise the wage 
rate may bring alwuit retaliation in the form of more severe price 
and service competition in the sale of products. This situation also 
suggests that an increase in wage costs may not always be passed 
on to the consumer in the form of a price increase. Competitive con¬ 
ditions may limit such action. 

Wage Rates, Prices , and Costs 

Price trends apparently have considerable influence upon wage* 
policy. In the recovery and prosperity periods of the business cycle, 
rising prices usually prevail. Rising prices, in such periods, arc fre¬ 
quently accompanied by a shift of the demand curve upward and to 
the right, indicating that consumers of various goods and services are 
willing to pay a higher price for the same or a larger quantity of 
the product. Under such conditions businessmen are more willing to 
pav higher wages if the occasion arises. In manv cases it is’ necessary 
to oiler higher wages during such periods in order to maintain an 
adequate' supply of labor. Union demands for wage rate increases 
can also Ire met more easily il the price movement is upward, so far 
as a single firm is concerned. 

But why the apparent necessity to raise price's because of w-age 
increases? Or, to ask the question in another manner, why does price 
policy play such an important role in wage policy? In the long run, 
wage increases are possible because of increases in labor productiv¬ 
ity, but increases in productivity occur rather slowly. It has been esti¬ 
mated, for example, that the average annual increase in productivity 
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in the United States is about 3 per cent each year. Wage demands, on 
the other hand, are usually for a much greater amount. Therefore, in 
order to meet increased wage costs, the businessman is faced with 
the problem of offsetting them in another area if possible, especially 
if the increase involves him in short-run losses or a rate of return on 
investment so low as not to warrant continued ojxt:i turns. Price 
policy assumes great importance in such a case. Price policy de¬ 
pends. to a considerable extent, upon elasticity of demand and shift¬ 
ing of the demand curve. A firm may follow a price jmlicv based 
uj>on a customary or traditional mark-up out and above total unit 
cost only so long as the demand for the product is highly inelastic or 
the curve shifts to the* right siifficientlv to prevent a decline in volume 
sold. This is localise the determination of total unit cost is based 
upon some level or range of volume of output and am serious modifi¬ 
cation of this volume may result in losses on total operations. In 
other words, price and or income elasticity 1 of demand for the prod¬ 
uct must be such that the increase in price causes no appreciable 
reduction in sales. Unfortunately, all firms do not enjoy such ideal 
conditions of demand. In some cases price elasticity of demand may 
jxrnm't the businessman partially to pass on some of the increased 
wage cost, while in other eases juice elasticity may he such that no 
increase in price is possible without a serious decline in sales. Many 
firms sell in a market in which they do not have such control over 
their prices; hence the adjustments must take place in other areas. 
Either the increased wage costs must be absorbed out of profits, or 
costs must be reduced in order to maintain or improve the profit posi- 
tion. 

Since not all costs of business operations are labor costs, some 
possibilities mav exist for reducing total costs in spite of an increase 
in wage rates. Such a modification of costs, however, is usually not 
a short-run proposition. Future* costs enter into the wage jwdiev of 
the firm. As a result of higher wage rates, increased mechanization 
of production—that is. an increase in productivity—may provide a 
long-run solution. This will probably involve increased output and 
hence introduces the problem of expanding the market for the prod¬ 
uct. Both horizontal and v ertical integration, i.e, the acquisition of 
competing firms and or marketing outlets, have been used by some 
firms to expand their market in order to secure economies of produc¬ 
tion. It is even possible that a price reduction max provide a sufficient 

! Prior and income elasticity are dist\u*ed in Part II. pp 3B-&I, W-70. 
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increase in sales so as to utilize the greater capacity which increased 
mechanization would bring about. But here* again, the competitive 
situation of the firm may restrict complete exploitation of price ad¬ 
justments to offset wage increases. 

In the recession and depression periods of the business cycle* 
wage policy Incomes especially important. Wage rates, in the ab¬ 
sence of union resistance, are one of the costs of production over 
which the firm has greater control. When price's arc* declining, one 
of the most effective ways of reducing costs is a reduction in wage 
rates. Again, the low rate of increased productivity relative? to the de¬ 
cline in prices is one of the major causes for irnm<*diutc reduction of 
wage rates. There is a great deal of dispute; as to whether productivity 
increases more or less rapidly in periods of depression compared to 
prosperity. We do not intend to argue the jaunt here but rather to 
point out that a failure of productivity to increase at a rate propor¬ 
tionate to a decline in prices increases the pressure to reduce wage 
rates as a method of cost reduction. 

Price policy also becomes important in this phase of the business 
cycle. Where the demand curve of the firm is inelastic downward, 
then* is little reason for reducing prices, and* at first glance, this may 
appear as an argument against a wage rate reduction. In this case, 
however, it is the shifting of the demand curse which is important* 
and, if the shift is to tlu- left, a reduction of the wage rate may offer 
the only opportunity of reducing costs. As the level of output de¬ 
clines, fixed unit cost tends to increase* and this* together with a 
maintenance of the wage* rate, will cause total unit cost to rise, as¬ 
suming other costs than wages remain the same. Hence a reduction 
in the wage rate to offset, wholly or partially, the rise in fixed unit 
cost offers a possibility of offsetting the rise iri unit exist with a de¬ 
cline in output Otherwise* with an inelastic demand curve which is 
shifting to the* left* a price rise- may l>e in order. This is the theory 
apparently followed by the public utilities in some instances, such 
us the railroads, who occasionally petition the Interstate Commerce 
Commission to grant a freight rate? increase to offset rising costs due 
to declining traffic. 

There is also the case of the firm whose product demand curve is 
elastic, which means that a price increase will result in considerable 
decline ill sales and thus output. Should a rise in wages occur under 
such conditions, the firm may find it profitable to increase price and 
curtail production, especially if the curve tends to become less elastic 
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at higher price levels. The* result will \ye higher unit cost, hut, t( tin? 
price is sufficiently high to cover this higher cost, the* firm mav find 
it more profitable to operate* at lower levels of output. There will Ik' 
a higher wage rate in effect, but fewer workers employed. 

Where the firm is unable to exert any appreciable price control 
over its product, a modification of the wage rate focuses attention 
upon long-run considerations. If the increase in tin* wage rate cannot 
In* passed on either in the form oi price adjustments of pnKlucts or 
backward to suppliers of materials and services in the short run. so 
that the results are operations at a loss, the businessman must con¬ 
sider adjustments in the methods of production. If the firm has suffi¬ 
cient capital and there is a possibility of revising the organization 
or productive methods of the cmnpam so as to make possible profit¬ 
able operations, it may be good police to p;n the increased rate in 
the short run rather than close down or liquidate. The nature of 
such long-run adjustments nun be a change in tin* production or 
marketing organization, a nr.Klification in the qiiahh ol the product, 
or possibly integration vs i11 1 another firm in order to enjnv a larger 
market which would permit a higher volume of produc tion in order 
to lower unit costs. 

Labor I nions and Wuge* 

With the growth of organized laltor in the past two decades, mam 
firms no longer enjoy as high a degre e of control over tin* wage rate 
as formerly. The* organization of labor into trad** unions affects the 
conditions of supply of labor. The shape oi the supply curve of 
labor tends to appear as in Exhibit 2. Stmt worke rs arc* unwilling 
to supply their services at arts rate loss than tin* rate demanded, that 
part of the curs e shown as a dotted line has no meaning. No lalror 
is forthcoming at any rate* below OY. Within the limits desrrilx*ri by 
the horizontal part of the curve, YA> the wage rate will remain the 
same for any amount of labor demanded. This raises some problems 
for the businessman, particularly in times of falling prices. To the 
extent that the union is unwilling to accept wage rate reductions, the 
businessman has lost control over the wage rate. This element of 
cost becomes more rigid, so that cost reduction in this area is largely 
ruled out. Even in periods of rising prices, the demand* of trade 
unions for wage rate increases may pose a similar problem if the 
price increases occur relatively slowly compared to the wage de¬ 
mands. 
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In the case of firing who art* extremely large buyers of labor in a 
given market, the firm is no longer able to post the wage rate it is 
willing to pay and expect to obtain an adequate supply of lal>or. 
Where this posted rate is less than the amount the union is willing 
to accept, no labor will l>e forthcoming, and, if operations are to l>e 
carried on, the union will exert some control over the level of the 
wage rate. This does not mean that the firm surrenders all control 
over the wage rate but that the limits within which it is free to set 

Exhibit 2 
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wage rates are restricted. A labor union with a very militant attitude 
will probablv exert greater in Hi truce upon the rate than one less so. 
It is only where the firm is walling to pay a rate acceptable to the 
union that an adequate supplv of labor will be obtainable. 

More aggressive lalxn unions exert influence not only upon wage 
rates but also upou so-called ‘'fringe benefits," such as sickness and 
accident insurance 1 and treatment, safety provisions, rest periods* 
cafeterias, [Mansions, ami others. These additional benefits also affect 


WAGE POLICY OF THE INDIVIDUAL FIRM 477 

the costs of the firm and are a component of the total wage which 
the firm is able and willing to pay. They are not* however, always 
easy to define in terms of unit exist, as Mime items* such as medical 
care* may be of a fixed nature—for instance, the maintenance of a 
dispensary in a huge factor)'. Labor contract negotiations concern¬ 
ing pensions raise problems of cost which can Ik* defined precisely 
only under some rather strict assumptions, as, for example, the aver¬ 
age annual volume of production over a long period, long-run be¬ 
havior of prices. expectations of technological progress in the indus¬ 
try. effects of general economic fluctuations, rate of labor turnover, 
and many others. In order to reach agreement upon pensions today, 
such long-run considerations must In* assigned some weight and 
value which is an estimate and subject to error; yet the decision can¬ 
not be jiostponed because of the lack of perfect knowledge. In the 
basic industries these decisions are of paramount importance* since 
they ordinarily project an image of agreements in allied and other 
industries. In the illustration used earlier in which the wage policy 
of the firm is based upon the polio of the leader in the industry or 
chief competitor, not only is the level <»f wages patterned after that 
of the leader, but the labor contract itself, as concerns these addi¬ 
tional Ixmefits, is similarly patterned. Similar results tend to accrue 
as regards these benefits in the other situations discussed. 

Argument# of l niorut 

Many arguments are presented by lalw.»r unions to support a de¬ 
mand for a wage rate increase. Among these are the cost of living, 
the ability of tin* firm to pay, differentials as among firms in the 
industry, increased productivity and price 1 policies of the firm. Since 
the widespread organized lalmr movement in the United States is 
not far removed from infancy, its policies are not fully matured. 
Frequently the businessman is puzzled by the* demands of the labor 
union associated with his firm. A demand for a wage increase may 
lx? actually but a smoke screen for sonic 1 unnamed demand or per¬ 
haps a wedge for concessions by the firm in another area of labor 
relations. Labor leaders are under pressure from within their own 
unions and also from competition of other unions to obtain conces¬ 
sions from employers. Rivalry among leaders of unions also influ¬ 
ences some of the demands made; upon employers. As a result* de¬ 
mands maybe made upon the firm which, in the initial instance* are 
not the real demands or fundamental objectives of the union at all. 
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Allegations were made during the steel strike in the fall of 1949 that 
the real demand was not the issue of pensions but rather an attempt 
to establish industry-wide bargaining in tin? steel industry* 

Within the past decade one of tin* most popular reasons for seek¬ 
ing a wage rate increase has been the cost of living. With rising 
prices of consumer goods it is argued that the* worker requires more 
income to maintain his standard of living and hence his wages should 
lx* increased to offset this decline in purchasing power. This argu¬ 
ment may obtain popular stipjx>rt for the union and strengthen the 
loyalty of members to their union, but it cannot lx* the ultimate 
guide to the wage policy of the firm While tin* Department of Labor 
publishes periodical indexes of the cost of living, the data are not 
always applicable to all cases. The indexes are based on some specific 
assumptions and hence are limited in use. They are perhaps more in 
the nature of indicators of the direction in which the cost of living is 
moving rather than an absolute measure. There is also the question 
of the correct base year upon which a comparison may he made. In 
some cases one base* year will show that wages have risen more than 
prices, while in other instances the same data with a different base 
year will produce opposite results* The real issue to the businessman 
is not the problem of whether his wage rate is commensurate with 
the cost of living but w hether the price of lalxir, together with other 
components of total cost, will permit him to produce and sell his 
products at a price which will enable him to earn a profit sufficient 
to warrant the continued existence of his firm. If conditions of de¬ 
mand for the firm are such that the price received for each unit w'ill 
not cover all costs, including a wage rate consistent with the cost of 
living, either currently or in the future, the w age' demand cannot be 
met. Under such conditions a firm must either erase operations or 
obtain a more favorable rate for wages. While it inav l>e socially de¬ 
sirable for firms to pay a wage consistent with the cost of living, 
conditions of demand and cost may render such a wage rate un¬ 
economical 

Frequently tire ability of the firm to pay is cited as a reason for 
granting a wage increase. Usually this refers to the profit position 
of the firm. Many unions, in their demands for higher wages, cite 
the profits of the company for a given period as evidence of ability 
to pav. They further argue that the (inn may not only grant a wage 
increase but also refrain from increasing prices because of its favor* 
able profit position. While this may he mathematically true for a 
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given period in the past, it does not necessarily hold true for the 
future. Expected future profits are the chief consideration of the 
businessman in calculating his commitments for the coming fiscal 
period. As pointed out in Part L profits are very volatile in nature, 
and the businessman hesitates to commit himself to higher exists as 
against revenue of such an uncertain nature. In addition, there is 
always the problem of definition of profits. The union does not al¬ 
ways consider such items as reserves for inventory revaluation a 
legitimate deduction from revenue for the purpose of determining 
profits. There is also the argument of management that a certain 
portion of profits must l>e retained for expansion and research, which 
is occasionally questioned by the union. Management may argue 
that the union contracted to work for an agreed rate during the past 
period and that profits which were earned cm that basis Indong to 
the* stockholders and the union lias no claim against them. Seldom 
is such a position accepted In the union. The argument of the ability 
of the firm to pav is, in manv respects, a confusion of past perform¬ 
ance of the firm with expected future performance. From the stand* 
point of maximizing profit, future earnings are more appropriate for 
consideration in a wage dispute than arc* past profits. 

The argument of unions that a wage rate increase is necessary to 
eliminate wage differentials for similar skills within the industry is 
frequently set fort!*. This is somewhat in the 1 nature of industry-wide 
bargaining except that it is attempts! on a eompany-by-companv 
basis. There is no logical reason why the wage rate should lie the 
same in every firm in an industry. Conditions of supply of lal>or vary 
from one locality to another. There is also a diversity of other eco- 
nomic factors as among various communities which tends to make 
the cost structures of the firms in these respective locations vary. 
This argument is inconsistent with tin 1 cost-of-living theory* since* 
the elimination of differentials in wage rates in an industry gives 
workers in some localities higher real wages than others liecause of 
regional differences in cost of living. The elimination of differentials 
between firms in the same industry in the same locality is more logi¬ 
cal, although, as pointed out above, conditions surrounding the sup¬ 
ply and demand for labor may also point toward differentials for 
the same skills in the same community. Trade unions sometimes take 
the position that in the same locality the wage rate for a given skill 
should he the same in all industries. While this is the result to lie 
expected from the operation of a purely competitive market for 
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liilx>r, imperfections in the market permit differentials to exist. 

Increased productivity is perhaps most used when some of the 
afxne arguments appear weak. An increase in output per man-hour 
is the basis of this argument. Such an increase may arise from in¬ 
creased dexterity of the worker or greater concentration of worker 
effort, but more often it results from increased capital investment 
by the firm. 'Hie installation of machinery which permits the same 
or a smaller number of workers to turn out a greater number of units 
of product than Indore, without an increase in the wage rate or a 
decline in the unit price of the product, brings forth greater profit 
per unit. While it is true* that the worker does produce a greater 
quantity, the problem of measurement enters here, since some of 
the increased output is due to the machine itself as well as to 
the worker. In the absence of price changes or modification in the 
amount sold by the firm, increased productivity does improve the 
‘‘ability of the firm to pay" i nebulous though the meaning of that 
phrase mav lx* ). Particularly might this be true in the case' of a firm 
engaged in oligopolistic competition with a highly standardized 
product. Suppose such a firm, through the* installation of new ma¬ 
chinery, achieves a substantial reduction in total cost per unit. Be¬ 
cause of its competitive situation, there would be little pressure to 
pass on this reduced cost in the form of lower prices, as profits would 
be greater to continue present prices. In this case the lalxir union in 
this firm may attempt to rapture* part of this gain by demands for 
higher wages. If the “ability to pav" argument were advanced bv 
the union, it would place the management group in a defensive 
[K>Mtion But again in this instance, as in all others, management 
must balance the cost ol the wage rate inc rease against expectations 
of revenue’s in determining the position it inav take in replv to such 
a demand. 

Indmtry-Widr Bargaining 

Bargaining by lalx>r unions on an industry-wide basis seriously 
affects the labor |>olicv of many firms. It tends to ec|ua1i/.e wages for 
the entire* industry regardless of the cost structure of the firms in that 
imluxtrv. The outstanding examples of industry-wide bargaining in 
the United States today are in the coal and railroad industries. Bar¬ 
gaining takes place between representatives of the unions and repre¬ 
sentatives of the firms in the industry. Industry-wide bargaining may 
be achieved in effect where there is a strong and militant union in 
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an industry in which there are relatively few firms or in which there 
are a few large firms so that competitive conditions of leadership 
strongly influence the wage policy of the remaining firms. In such a 
case, w’age agreements are drawm with the larger firms in the indus¬ 
try, and union pressure is put upon the remaining firms to fall in 
line. 

Advantages of industry-wide bargaining vary w ith the individual 
firm. Firms which are small and have little or no representation on 
the employers’ bargaining committee have no voice in the deter¬ 
mination of the wage rate 1 . The high-cost or marginal firm is unable 
to lav its special conditions before the union. Where large and more 
efficient firms dominate the employers* bargaining committee, there 
may arise the suspicion that these larger firms ma> favor a wage rate 
higher than the marginal firm can pay. in order to eliminate competi¬ 
tion On the other hand, if flu* firms who dominate the employers* 
bargaining committee are the high-cost firms, it may bring about a 
wage rate lower than would obtain under a system of bargaining 
w ith the indiv idual firms. Industry-wide bargaining destroys the con¬ 
trol over the wage rate of firms in different locations and. to some ex¬ 
tent, in same localities. Once an agreement is reached, the firm can 
do no more, so far as the wage rate is concerned, than treat it as a 
cost over which they have no control other than the influence anv 
given firm can exert through the representatives of the employers at 
the bargaining table. When the wage rati* is fixed in such a manner, 
the businessman is forced to seek adjustments through price policy 
to the extent he is ahlc or, in the long-run, through jmssiblc changes 
in the over-all cost structure of his firm. Failing that, he must be con¬ 
tent with a lower margin of profit or cease operations entirely. 

In any event, in judging demands for wage rate changes, the busi¬ 
nessman must determine in the final instance w'hether the amount 
and quality of labor supplied to him is worth the price demanded* 
Tills involves both short- and long-run considerations. Each firm 
must w'eigh the economic variables with which it deals and make its 
own calculations. Wage policy applicable under one set of condi¬ 
tions is not always the proper solution in a different situation. Eval¬ 
uation of all elements in each case is essential to a sound solution. 
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Case VII L C. ( WOODLEY ill) 

In September, 1929, Mr, C. C. Woodlcv was awarded the contract 
to transport the mails lietween the main jwist office and the railroad 
stations and between the main j>ost office and substation post offices 
in a large city in northern New’ York. This contract covered the 
period from January l, 1930, ti> Dceeml>er 31, 1933. These contracts 
were awarded on the basis of sealed bids, which were submitted 
under conditions preserilied by the Pt^st Office Department, Under 
the terms of the contract the contractor agreed to prov ide all equip¬ 
ment, personnel, und supplies necessary to render the required 
service. Equipment complied with specifications as to size, weight, 
and color of trucks and provisions for safety of the mails. Personnel 
w'as bonded and made available to meet whatever schedule local 
conditions demanded. For this service Mr, Woodley received $28,- 
550 |M'r year. In September, 1933, Mr. Woodley was again awarded 
the contract for another four-year period ending December 31, 1937, 
for an annual payment of $27,200. Under the terms of the contract. 
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the contractor would be compensated, on a pro rata basis, for any 
service demanded above that outlined in the contract. 

In July, 1937, Vlr. Woodley prepared estimates preliminary to 
submitting a sealed bid for the renewal of his contract, which 
expired on December 31, 1937. Although the Imns of the proposed 
contract were almost identical to those of the existing contract, 
several factors had changed to the extent that they had to l>o 
reconsidered. The most important of these factors was wages, 
Mr. Woodley was not expcruncmg an\ current labor difficulties, but 
the occurrence of several events prompted a survey of the future 
labor picture. 

For several vears Mr Witodlev had Imtii aware of the increasing 
organization of labor in his city, and particularly clear in his memory 
was a v iolent strike in relation to the organization of the steel work* 
ei.s bv lire Steel Workers Organizing Committee at a local plant 
of the United States Steel C orporation. Jli.s own employees were 
not organized. Kariv in 1937 a inodcrutclv successful dm chad been 
math* to organize tin* drivers of the huger cross-country trucking 
lines, and their 1 had l>ecn some reports in the local papers of pro¬ 
posals of the* local unit of the Teamsters Union to organize local 
truck drivers. Up to that time no definite steps had been taken in this 
direction Since the passage of the National Labor Relations Aet in 
July, 1935. there had been an increased tempo in the organization 
of labor. Mr. Woodley also noted that with each successful organiza¬ 
tion of a group of workers a rise in wagers usually followed, in spite 
of the fact that there were currentlv alwmt 17,000 unemployed 
persons in his citv in June. 1937. 

In Srptemlier. 1916, Mr. Woodley had purchased three five-ton 
trucks which he used to operate an intercity freight trucking busi¬ 
ness. These operations were kept separate from those of the trans¬ 
portation of the mails, although he occasionally used one of his 
intercity drivers to drive a mail truck when he was riot otherwise 
occupied. A proper charge was made against the until contract 
whenever a freight driver was used. The three trucks used in the 
freight business were kept and serviced in lire same garage with 
the mail trucks. Drivers of the freight trucks were organized, and 
their wages were $40 per w*eek on a straight-time basis. The use of 
a higher-paid freight driver had caused dissatisfaction among the 
regular mail drivers on a few occasions. 

Mr. Woodlev had learned that a Mr. Gumally, as well as several 
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others, proposed to submit bids for the contract beginning January 1, 
1938. Mr Conrially had submitted a bid in 1933, which was $10 
less than that of Mr. Woodley. It was the policy of the Post Office 
Department to accept the lowest hid unless there were good reasons 
for doing otherwise. Ow ing to the small difference in amounts and 
the problems accompanying the breaking-in of a new contractor, 
Mr* Woodley was awarded the contract in 1933. In July, 1937, 
Mr. Woodley was considering a voluntary increase in wages for 
his mail drivers and the submission of a bid to cover the increased 
wages. The fact that Mr. Connally intended to submit a bid at this 
time, however, led him to fear a loss of the contract if such action 
were taken, Mr. Woodley had shown a net profit in his statements 
of mail contract o|K*iations of $6,317, $5,938, $6,035. and $5,123 for 
the years 1933, 1934, 1935, am! 1936, respectively. 

When Mr. Woodley began serv ice on January 1. 1930, lie retained 
several drivers employed bv the preceding contractor and paid 
them the going rate of $25 per week for full-time drivers and 35 
cents per hour for part-time drivers. No change was made in this 
rate following the economic collapse of 1929 and the subsequent 
sharp decline in prices, wages, and employment. He bad given 
serious thought, however, to a reduction in wages in 1932, when the 
prevailing rate for truck drivers in the city was alnuit $15 j>er week. 
Such a reduction would have increased his profits considerably, but 
he decided against such a move. From 1929 to 1932, his labor turn¬ 
over declined considerably, and so did his accident rate. Bv 1937 
there had lieen some recovery in the price level and wage* rates, 
but the prevailing rate for drivers was still somewhat under that 
puid by Mr. Woodlev. but until this time In* had given no further 
thought to a revision of his wage rates. He believed, however, that, 
if the upward movement continued, a revision of Ins w*age rate 
would be necessary, 

In SrptenilwT, 1937. he submitted a bid in the amount of $29,300, 
and was declared the succ essful bidder, lu May, 1938, he \olnntarilv 
increase! the wages of his drivers from $25 to $30 per week and ad¬ 
justed the hourly tate accordingly. There was no pressure directly 
from his drivers, although they had joined the local unit of the 
Teamsters l T nion in December, 1937. In 1936. the twelve-hour shift 
had l>een reduced to an eight-hour shift. This had been accom¬ 
plished voluntarily w hen a rearrangement of railroad schedules made 
it possible to use only one driver between the hours of 12:30 a.m. 
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and 5;00 a*m. Such a shift had increased the use of part-time drivers, 
but the increased expense had been nominal. 

In July, 1938, the business agent of the local Teamsters Union 
approached Mr. Woodley with a demand that he increase the 
weekly rate of his regular drivers to $40. Mr Woodlev replied that 
he could not afford to pay this increased rate and refused to meet 
the demand. Shortly thereafter, he was informed by mail, over the 
signature of the business agent, that unless the demands were met 
Mr. Woodley's drivers vvotdd go on strike fifteen da vs from the date 
of the letter. There was a rapid increase in wage rates in the citv, 
hut the changes were so frequent that Mr Wondlcv was not aware 
of the exact amount of the going wage rate for truck drivers. He 
discovered there were sharp differentials throughout the citv but 
believed that the going rate was substantially higher than in 1937. 

On July 1. 1938. Mr. Woodlev had in his employ five' full-time 
driv ers who worked an eight-hour shift within ten hours, and nine 
part-time drivers who were employed an average of six hours per 
dav. One of the part-time drivers also served as garageman and 
mechanic, which, in effect, made him a full-time employee. 

< t h rvriovs 

l. Should Mr. Woodlev grant the wage demand in July, 19>S? 

2 Should he have reduced wages in 1932? 

3 Do you think Mr. Woodlev was wise to increase wages voluntarily in 
May 1938? 

4. What is the relationship between Mr. Woodley's ''ability to pav° and 
the demands made bv the business agent of the Teamsters Union. 

5. Suppose that Mr. Woodley s intercity freight operations produced a 
net profit of $5,000 per vear. Would this affect the amount of the bid 
Mr. Woodlev submitted in September. 1937? Would it affect his 
“ability to pay" in the case of his mail contract? How? 

C.asr V1I 2 THE CHICACO TRANSIT AITHORJTY 

The Chicago Transit Authority, a municipal corporation, was 
created bv an Act of the General Assembly of Illinois known as the 
Metropolitan Transit Authority Act approved April 12. 1945, and 
adopted bv the electors of Chicago at a referendum election on 
June 4, 1945. The corporation was created for the purpose of im¬ 
proving and extending local transit facilities and service in the 
metropolitan area of Cook County by acquiring, owning, modem- 
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king, and operating as one unified system the major local transpor¬ 
tation properties within the area. 

At a bankruptcy sale on April 22. 1947. tin* Chicago Transit Au¬ 
thority purchased the* properties of the Chicago Surface Lines and 
the Chicago Rapid Transit Company. To finance the acquisition of 
the properties the Chicago Transit Authority was authorized to issue 
$105,()(KIOOO in revenue kinds. The proceeds of this issue covered 
u purchase price of $75,000,000.00 for the Chicago Surface Lines, 
$12,162,SfK) for the Chicago Rapid Transit Company, $L<*00,(XX) 
for working capital and $14,837.5<X) for necessary cash adjustments 
at the time of transfer of properties and for payment of cost of 
extending and improving the svstcin and for acquiring any other 
existing or new property and equipment useful for that purpose. 

The bonds were secured 1>\ revenues of the Chicago Transit Au¬ 
thority. Accordingly, a trust agreement was made with the First 
National Hank of Chicago, as Trustee, to provide for payment of 
interest and principal of these bonds from cm rent revenues. Under 
the provisions of the Trust Agreement the revenue of the Chicago 
Transit Authority was to lie allocated in the following order of 
precedence: 

1. Working Cash Account. This account is to prov ide for i a) a Dam¬ 
age Reserve Account covering contingencies from operations, (b) 
payment* lor |K»iirimi.s and retirements, and (r) all other costs and 
expenses and operation and maintenance of the transportation sys¬ 
tem as provided by the Trust Agreement. 

2. Set aside in a special fund designated as the “Series of 1947 Interest 
Fund,* 1 in ecjual monthly installments, amounts sufficient to pay 
the next succeeding semiannual installment of interest falling clue 
on all Series of 1947 Bonds outstanding hereunder 

T Set aside in a separate fund designated as the “Series of 1947 Serial 
Bond Maturity Fund/' in equal monthly installments beginning 
July 1, 1952, amounts sufficient to pav at the next succeeding ma¬ 
turity date the Series of 1917 Bonds maturing other than on Julv L 
1978. 

4. Set aside in a sejuirate fund designated as the “Series of 1947 
Sinking Fund.'* equal monthly installments to provide for the pur¬ 
chase of Series 1947 Bonds in the open market or by invitation to 
tender, 

5. Set aside in a separate fund designated as the “Series of 1947 
Revenue Rond Reserve Fund/’ the sum of $107,000 each month 
until there has been accumulated in said separate fund the sum of 
90,400.000. Whenever there are insufficient funds in the “Series of 
1947 Interest Fund” the Trustee shall transfer from the “Series of 
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1947 Bond Reserve Fund** sufficient funds to meet the interest 
payments due and payable. 

6. Set aside, monthly, in a separate fund designated "Depreciation 
Reserve Fund/* an amount of money adequate to provide for esti¬ 
mated depreciation or obsolescence or the transportation system for 
the preceding month not offset by current. expenditures for main¬ 
tenance. 

7. To the extent that the Board may deem advisable or desirable, the 
Trustee shall deposit from time to time in u separate fund desig¬ 
nated as “Operating Expense Reserve Fund.'’ II, in any month, tl*e 
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9. Deposit in trust at least semiannually. funds not set aside in accord¬ 
ance with paragraphs 1 to 8, above, in an account designated as the 
"Modernization Fund" 

On October 1, 1947, the Chicago Transit Authority began actual 
operation of the combined transportation systems. In accordance 
with its authority to fix anti maintain rates, fares, and charges ade¬ 
quate to provide revenues for operation and debt service, the Au¬ 
thority, on that date, raised adult fares from nine cents to ten cents 
on the surface lines ami from ten cents to twelve cents on the rapid 
transit lines. The Authority was specifically exempt from anv and 
all regulations of service and rates of hire by the Illinois Commerce 
Commission. Exhibit 1 (p 487) shows tin* adult fare changes from 
the date of acquisition to April 1. 19*19. 

The various labor unions served notice on the Authority sixtv 
days prior to the termination of the agreements, which expired on 
May 31, 1949, indicating their desire to open the contracts for 
adjustments of wages and working conditions. The unions requested 
an increase of fifteen cents an hour in wage rates which, together 
with changes in working conditions that were proposed, would add 
a total of $11,000,000 per vear to the labor costs based on the em¬ 
ployment level at the time the new contracts were negotiated. 
Exhibit 2 shows the top trainman's basic hourly wage rates from 
Mav 2-3, 1947, to December 1. 1949, the rates current K in effect. 

Exhibit 3 shows the condensed monthly operating statements of 
the Chicago Transit Authority from Octolrcr 1, 1947. to April 1, 
1949, This exhibit also shows the nutnlter of revenue passengers by 
months for the same period. 

yVRSTIllNS 

1. Would von recommend the union's request for a wage in crease? 

Would you recommend a wage increase of any amount? 

2. If an increase were granted how would sou propose to finance the 

additional costs? 

Case VI1-3: THE PAPER INDUSTRY 
lvrnoin ctio\ 

Two paper companies co-operated in this inquiry by making avail¬ 
able their cost records for the years 1936-38 and by discussing their 
wage, price, and teehnological-cliange policies, 

* TIms case »» dntwn entirely hom Trmpnrarx Nation*! EronamK- Committee, 
Imiti&ruil Wrtj;e Male*,. Labor C.Mt*. am! Truv Paline* ( T \.t..C, Monograph S'o, 5) 
{ Washington, lM.lt. pp 2H4- 
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During the 1936-38 period, wage rate changes were made by 
these two paper companies after careful consideration of tlw*ir profit 
and trash position. In the case of company A, the action of other 
paper companies and of industry generally was also watched l>v 
those responsible for wage policy. and in company R decisions on 
wage changes were influenced bv negotiations with the union to 
which its employees belonged. 

(Changes in wage rates have affected the hourly earnings of com¬ 
pany A‘s employers alxnit proportionately. although changes in the 
volume* of employment and in tin- proportion of womni workers 
have also had some effect on the average* for the plant. No data on 
hourly earnings in company B were available. Changes in wage 
rates have l>een followed bv proportionate changes in lalmr costs 
per unit in company A, altlarngh he re again fluctuations in the vol¬ 
ume of output have been a factor. In company 1) Ixith the volume of 
output and lalxir-saving technological improvements have affected 
labor costs, and there* has lxx»n no dose relationship between wage 
rate c hanges and movements in the company's labor costs jx*r unit. 
Bv the end of !9V> direct labor costs per unit were only a little over 
a per cent above the early 1938 level although wage rates had been 
increased nearly 20 per cent 

Lul mu costs are not so im|x>rtarit as raw-material exists and fixed 
expenses in the total costs per unit of cither company, nor do they 
fluctuate so widek. Costs and realizations have fx»e» closely related 
during this period, largely because of the flexibility of raw-material 
costs rather than through anv attempt to fix prices on the basis of 
exists. Prices arc, to a large extent, market-determined and not sub¬ 
ject to administrative control bv* the company's management. These 
circumstances have combined to minimi/e the importance of labor 
costs in the prices at which paper is sold. Wage policy is almost un¬ 
related to price policy, although it is im|>ortant to the profits and to 
the general financial jxisition of (with companies. 

Technological changes are made 1 more or less as a matter of rou¬ 
tine to reduce exists and to improve quality. Reduction in overhead 
costs has been a more important consideration in recent years than 
prospective savings in lalxrr exists. The level of wage rates is not 
considered by officials to lx* of any importance in deciding on tech¬ 
nological improvements. 

According to the Census of Manufacturer, in 1937 there were 841 
establishments engaged in the production of paper and pulp, em¬ 
ploying 137,803 wage earners and paving approximately $175,000.- 
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000 in wages. The total value of product for this industry was in 
excess of Si^OO.CKXl.OOO, and value added by manufacture was 
$484,000,000. The paper industry prope r, with which this study is 
primarily concerned, comprised 647 establishments having 110,000 
wage earners and a total wage bill of $142,000,000. Value of product 
was 89.58,000;000, and value added was Sm000,000/ 

Two companies were requested to co-operate in this survey, and 
data were secured for one (if the plants operated by each company 
for the period 1936-48 inclusive. Company A is a large producer of 
paper, with plants located at various points in the eastern part of 
the United States, ft is engaged in the manufacture and salt' of four 
chief types of product: ia) wood pulp, almost all of which is ab¬ 
sorbed hv its own paper mills; ( h ) hook and other white papers; 
(r) other paper products; and (ft) commercial by-products of the 
pulp-making processes. 

The present studvls concerned only with the company's largest 
mill, which in recent years has accounted for approximately half 
the total net sales of the company as a whole. The principal products 
of this mill are publication grades of lxx>k paper. Production of these 
grades comprised from 60 to 75 per cent of the total tonnage for the 
plant during the period studied. The) are sold either direct to pub¬ 
lishers or through a sales agency on a flat commission basis. Other 
products of this mill include the lower grades of bond and envelope 
papers and certain similar specialties. 

The mill has a full line of equipment. There are nine paper ma¬ 
chines, as well as coating machines, superealenders, rewinders, etc. 
There is a soda pulp plant which produces about 30 per cent of the 
requirements of the paper machines, using softwoods, most of which 
are grown in the vicinity hv farmers and others. There is also a del¬ 
inking plant for the production of pulp from old magazines, etc. 
The balance of the pulp requirements is purchased in the open mar¬ 
ket 

The mill is well located from the point of \iew of access to raw 
materials. Although it is at a slight disadvantage in comparison with 
some of its comj>etitors with respect to that portion of its pulp which 
it must purchase on the open market, this disadvantage is probably 

M.VS, rV}MrtTm*nt of Cominmr, Bureau of the Census, tUcnnUil C mints of 
Km v MaC. Mart I. *w\ .%•! 

; Tlw' tliKtiuhou in the p«*rwni.i£c«t uas mamlv thir to variations in the natput 
of other graft *a Thr volt mu- of production of the publication gr.ulrs was fairly str:wh 
throughout the pot turf. 
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offset when the other sources of its pulp are taken into account. Fuel 
costs are likewise low. The company as a whole has an excellent 
reputation in the industry for progressiveness and efficiency. 

While the present survey was confined to the operations of the 
one plant as a unit, its position as part of a large organization must 
Ik* kept in mind, since certain corporate policies are determined by 
the needs of the company as a whole and affect all its plants. 

Company li, located in the eastern part of the country, is a much 
smaller concern than company A and is also smaller than its more 
important competitors. Four paper machines are housed in three 
mills, which are near to one another. The* company has no equip¬ 
ment for the production of wood pulp, but de-inked book stock is 
made from old magazines and used in the* production of certain 
grades of paper. 

In technical equipment and operating efficiency the company has 
been at something of a disadvantage. Most of its machinery was in¬ 
stalled many years ago, and the funds necessary for maintaining and 
improving their efficiency were not available during the depression. 
Since 1934, however, the equipment has l>een substantially modern¬ 
ized. Tilt* company's raw-material costs are probably close to the 
average of those of its competitors. Freight costs to the major eastern 
markets are low. 

The production and sales policy of the company has lieen radically 
altered in recent years. Prior to 1930, large contract orders formed 
a major portion of total sales. Most of these tun tracts were hist or 
given up during the depression years when prices were falling rap¬ 
idly. In recent st ars, smaller specialty orders have fieen substituted 
for these earlier contracts. This policy required heavy expenditures 
for research and experimentation, but it has resulted in greater 
diversification and less price competition. The* larger companies are 
less likely to underbid on small and specialized orders The con¬ 
sumer, moreover, is less likely to shift in order to make a small saving 
in price, since the papers have lieen designed to meet his particular 
specifications. 


WAGE POLICIES 

The wage policies of both companies studied are influenced 
greatly by their individual financial positions, although other factors, 
such as wage trends in industry in general and in the paper industry 
in particular, have provided broad guides to wage policy, particu- 
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larly hi the cum? of company A. Collective bargaining has played a 
rote* in the wage policy of company B but not in that of company A, 
which was not organized during the period covered by the study. 

Compatttf A . The wage structure of the company A plant sur¬ 
veyed was established about 1920 as the result of a job-evaluation 
study. The wage differentials set at that time have l>ccn changed 
somewhat in recent years, though no single outside influence has 
fiecn of great importance* in determining the present differentials. 
The going rate in the community is considered in establishing the 
base labor rates, and the rales paid by !>oth near-hy and distant 
competitors are used in establishing rates fr>r the skilled and semi¬ 
skilled paper-making jobs. Since t he abandonment ol a I Minus system 
in December, 1906, substantially all (employees have been paid on 
a straight hourly basis. 

During the period covered in this study, the employes of com¬ 
pany A s mill were miorguni/ed. Some vears ago the Brotherhood 
of Paperinakers organized a large proportion of the workers, but 
negotiations for an agreement broke down ami hn\e not since liecn 
resumed, hi recent years then* has been no eolleetise bargaining 
machinery, and changes in wages, hours, and vs orking conditions 
have been made without consultation with the workers. 

Filial decisions with respect to genera) wage changes rest with the 
executive committee, composed of the president and two vice-presi¬ 
dents. According to company officials, wage changes are usually 
not discussed until the need for them has become apparent to all 
the executives. < 'onsequentlv, discussion is usuallv confined to the 
extent, form, and timing ol the change. The policy of the company 
is to make similar wage changes in all its mills simultaneously. 

During the years 1936-38 three general wage changes were put 
into effect. On December 13, 1936. a liasic increase of 10 per cent 
was granted, accompanied by additional increases of 1-5 per cent on 
individual jobs to compensate for the loss of bonus accompanying 
the concurrent discontinuance of an incentive system. While it is 
impossible to determine the precise extent of the average change in 
wage rates, it w as probably substantially less than 10 per cent when 
full allowance is made for the elimination of the bonus. Wagers were 
further increased by 5 per cent on August 8, 1937, and then de¬ 
creased hv 7 per mit on September 4, 1938. 

According to officials of the company, these wage changes were 
made after consideration of the course of wage changes in other 
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firms, both inside and outside the paper industry, and of the financial 
condition of the company. Trends in wages paid by other paper 
producers and bv industry generally are watched closely by those 
responsible for wage policy. Naturally, the actions of paper produc¬ 
ers located near the company's principal plant, which is the one here 
deserilied, exert the most immediate effect. The company exchanges 
information regarding general wage* rales with a rmml>er of its com¬ 
petitors, but, even in the absence of such a formal arrangement, 
wage changes made by any of its imjxntant competitors quickly 
l>ecome known. While it is not the policy of the company to lead in 
making wage changes, it avoids being the last to follow. 

Although the decision to make a change is guided bv conditions 
in industry generally and among other paper firms in particular, the 
amount and exact timing of wage changes are largely determined 
bv the financial position of the cotnpum itself. 4 Wage increases are 
usually made after relatively long periods of increasing volume and 
profits. When volume is sustained at a lex-el high enough to insure 
good profits, wage rates are likely to be raised; and when lower vol¬ 
ume has reduced profits or resulted in losses, wage cuts liccome 
likely, although the pressure to reduce* rates may not be great until 
the* cash balance of the* company bec omes low it is conceivable that 
these guides might on some occasion point in different directions. 
In actual practice, such conflicts have apparently been rare, pri¬ 
marily because all important nulls in the country, even those making 
somewhat different grades of paper, are affected to a great degree 
by the same external conditions. 

However, when most of the industry is reducing wages, officials 
of this company feel it important to take* similar action, even though 
its profit position may not .seem to officials to require a W'age reduc¬ 
tion. This policy is based upon the Ixdief that failure to reduce wages 
during a downturn would not avert pressure to increase* wage's dur¬ 
ing the ensuing upswing. The 1 same reason is given for the policy of 
changing wages simultaneously in all tlu* company's mills regardless 
of the conditions pres ailing in anv one mill. 

Exhibit 1, listing the w age changes made by company A and three 
leading competitors from 1932 to 1939, reveals the broad similarity 
in direction and magnitude without any consistent pattern of closely 
grouped changes which tlu* foregoing statement of the basis of wage 

4 It »s only natural that cwnpanv-'WKlr ehangr* *hotiS<l haw*] an company* 
widr profit' rattier than on the t oruftfion of mdmdual plant*, 
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policy might lead one to expect* On the whole, the wage changes 
made by company A have been fewer and smaller in extent than 
those of its competitors. According to company officials, this is 
largely due to their large contracts, which have given them a more 
uniform volume of business and steadier employment than most of 
their competitors. 

Company B. In general, wage changes made by company B 
have l>een determined independently of the action of the other 
paper companies or of industry generally, according to company 
ft None i»f tKf*xr campaniro is a avnprutor with company A f<»r labor. 
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officials. The company has been largely guided by its own financial 
position and has paid little attention to the general trends of the 
industry. Exhibit 2 shows the changes in wage rates made bv corn* 
pans B and by four other paper finm located in the same general 
area in the period between 1930 ami 1939. Then* is little uniformity 
apparent between these mills in the timing or extent of wage 
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changes. This may be due partly to the fact that only one of the 
other mill produces paper which is strictly competitive with com¬ 
pany B. although all have at least some similar operations and com¬ 
pete to some extent in the same labor market. 

1 hiring the last few years, the employees of company B. as well as 
those of other mills in the area, have become organized in a union 
affiliated with the American Federation of Lalmr. and the union 
has thus become a factor in its wage policy. This union was not 
formally recognized by company B until 1937, though main of its 
workers had l>cen tnetnltm fot several years preceding that time. 
Since the advent of the union, there luis been a tendency for wage 
changes in firms in the vicinity to be more closely related. Fairly 
uniform minimum rates prevail, but there remain material differ¬ 
ences lietvveeri nulls with respect to rates paid for the more skilled 
operations. Tin* persistence of these differences mav be due to the 
fact that skilled workers have little opportunity to shift from one 
of these plants to another. 

Over the period 1938-38 there were three general increases in 
wages put into effect by company B. 71 k* volume of production had 
increased substantially during 1935. and this fact, coupled with the 
growing activity of the union, largely explains the 10 per cent in¬ 
crease of January, 1938. Production continued to rise, and a second 
increase was made in January, 1937. with many other mills increas¬ 
ing wages at approximately the same time. In Julv. 1937, after 8 
months of near-capacitv production, the union was officially recog¬ 
nized and wages increased by another 10 per cent, As in the case of 
company A, w age increase are made when volume is large. 

It is interesting to note that, although wage decreases were gen¬ 
eral throughout the paper industry in 1938. only one of the mills in 
this area followed the trend, and tins was a mill which was con¬ 
trolled by a company having various plants in other parts of the 
country. There seems to have t>een a general reluctance on the part 
of each of these companies to take the lead in seeking a cut; it was 
prohahlv lielieved that a reduction would cause more difficulties 
than the savings would warrant. 

W ACV HA1TS AND AVKIUCK HOCRLY EARNINGS 

"Fhe relation in company A between changes in wage rates and in 
average hourly earnings has been examined for the period 1938-38 
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(figures for company B were not available). Hourly earnings for 
company A are reported for 4-week accounting periods, with 13 
such periods in each year. 

In general, the average hourly earnings of employees of company 
A varied in dose relation to changes in the level of wage rates. Ex* 
hihit 3 shows that each change in wage rates was followed by almost 
an exactly proportionate change in average hourly earnings in the 
succeeding accounting period. 

Average hourly earnings are also affected somewhat by changes 
in the volume of employment, and to a leaser extent, by the ratio of 
women employees to total employees. This is illustrated in Exhibit 
3. The largest fluctuations in average hourly earnings without a gen¬ 
eral change in wage rates were in the year 1936. when major varia¬ 
tions in the volume of employment and in the proportion of women 
workers resulted in changes of as much as 4 per cent. Earnings de¬ 
clined as employment expanded and the ratio of women workers 
rose, and increased as these trends wore reversed. This relation is 
partially explained by the policy of the company in starting new 
employees, or old employees transferred to new' jobs, at the begin¬ 
ning rate for the particular job. These rates are increased automati¬ 
cally by 2 cents an hour every 5 months until the full rate for the job 
is reached. It requires 9 months for the lower-paid jobs and as long 
as 18 mouths for more highly paid work to reach full-time rates. 

A significant exception to this relation between earnings and em¬ 
ployment is provided hv the thirteenth period in 1938, when employ¬ 
ment rose about one-fourth without anv appreciable change in 
average 1 hourly earnings. A complete explanation of this exception 
is not available, but it is known that the increase in employment was 
attributable to the Fair l.al>or Standards Act. It mav he that the 
additional employees requited by the act, unlike those added when 
business expands, were of alxiut the same average skill as those al¬ 
ready on the job. 

WACF RATES. LABOR COSTS, TOTAL COSTS. AND PRICES 

Although employees an' primarily interested in w age rate changes 
as they affect hourly earnings, to the employer their chief impor¬ 
tance lies iu their influence on labor costs and. through them, on 
total costs and prices. As in the case of the other industries included 
in the present study, these questions can lie approached only 
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through an understanding of the accounting procedures used by 
each company. 

ACCOUNTING PROCEDURES 

The system of cost accounting used by company A has the reputa¬ 
tion of inking one of the best in the paper industry, and it is un¬ 
questionably thorough and detailed. However, it is not designed in 
such a fashion as to provide ready answers to the questions toward 
which the present inquiry is primarily directed. 

The chief objective of the accounting systems of both companies 
i.s departmental control. Both standard and actual costs are com¬ 
puted, but onlv standard costs are available for particular grades of 
pajwr. Comparisons of the sort made in this inquiry are wholly 
satisfactory only when they can he made for a single, reasonably 
homogeneous product, such as a single grade of paper. In this in¬ 
stance the standard costs for one grade of paper could not be used, 
however, as they are not broken down bv functions, such as labor, 
materials, overheads etc. Hence actual cost figures have had to lie 
used, though they are available only for the entire output of the 
selected plant rather than for single grades of paper. 

Both company A and company B compile their accounting 
records for thirteen 4-week periods in each year. The data presented 
below are either for these periods or for averages of a group of 
consecutive periods with similar characteristics. 

Company A. Actual aggregate costs for all grades are computed 
by 4-wcek accounting periods, and are broken down into their most 
important components. These data are, of course, not entirely satis* 
factory for analysis of changing total costs in relation to wages and 
price's, the chief difficulties arising from the variation in the propor¬ 
tions of the various grades of paper in the total output. There is 
no wav in which the effect on costs of this variation can be 
measured. For example, if labor costs per unit of output have risen, 
the rise may have been due to an increase in wages, to lowered 
efficiency, to the production of a larger sharer of grades of paper 
requiring proportionately more man-hours of labor, or to a combina¬ 
tion of all these* factors. The difficulties of interpretation thus im¬ 
posed are real and, for the present inquiry, insurmountable. 

Another major problem arises from the fact that administrative, 
selling, and interest expenses are not allocated to individual mills- 
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Only manufacturing costs are computed for each mill, all other 
expenses and all income merely hiring lumped together for the 
company as a whole. In order to get an indication of the actual net 
profit for the particular mill, it was necessary to make an ad hoc 
allocation of these expense items. Net administrative expense was 
allocated on the basis of tonnage sold by each mill. Commission 
expenses were distributed on an actual basis, other selling expenses 
in proportion to tonnage sold. Interest charges were <dlocated on 
the basis of the b<x>k value of plant and equipment in the various 
mills, 

Total costs, as presented in the subsequent discussion, are thus a 
composite of actual manufacturing costs and a hypothetical alloca¬ 
tion of administrative*, selling, and interest expense made especially 
for this inquiry. The results are expressed in terms of costs per ton. 
Since the number of tons produced in a given period does not 
coincide with the number sold, the- more appropriate of these two 
items has been chosen as the divisor in each case All the items 
included in manufacturing costs have been divided bv the number 
of tons produced; the other items have Ihtii divided 1>\ the number 
of tons sold. 

These total cost and net profit figures have all been calculated 
for the specific purposes of this inquiry. Since they wen* not com¬ 
puted in the course of the ordinary business practice of the com¬ 
pany. they could not have been used by executiv es as a guide to the 
determination of policies. They do, however, afford an indication 
of the changes in profitability of operations for the particular mill 
over the 3-year period. 

One further point should be mentioned in connection with the 
accounting prirccdures of the company. Certain items, notably social 
security taxes, which obviously l>ear a direct relation to expenditures 
for labor, are not included in the ’labor" comjxinents' of manu¬ 
facturing costs. In the summaries of actual manufacturing costs 
which are regular!) compiled for each 4-week period, these taxes 
arc included under the general heading for "Depreciation. etc.” A 
similar disposition is made of charges for workmen's compensation 
and group insurance. In 1938 these three charges taken together 
amounted to approximately (> per cent of total payroll. In Exhibit 6 
they have l>een included under item 11, "Insurance, taxes, and 
miscellaneous." 

CotnjHtwj fl. In the case of company B, the accounting methods 
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are of more than ordinary interest, "Actual” costs are compiled for 
each 4-week peri<x) for all grades of paper combined. These same 
costs, broken down by departments, are used for purposes of cost 
control. Actual costs are divided into three groups—raw materials; 
controllable (or variable) mill expense, such as direct labor, most 
of the indirect labor, supplies, fuel social security taxes, etc.; and 
fixed expense, including depreciation, taxes, insurance, repair ma¬ 
terials, labor for maintenance of tin* outside of buildings, adminis¬ 
tration. and selling exjHmse other than commissions. The data pre¬ 
sented below refer to these actual costs and have the same limita¬ 
tions as the actual cost figures used for company A. 

Both the standard and the actual cost figures of company B are 
set tip to indicate readily what portion, if any, of the lived expenses 
have been covered. Thus they both emphasize the fact that the mill 
cannot afford to turn down am order on which the price will cover 
all the variable expenses and some of the fixed charges unless other 
orders can be secured at higher prices. 

Wu;K HAiKS and I.ABOK COSTS 

In general, direct lal>or costs in tin* two companies studied rose 
when wage rates were inereased and fell when fates were cut. 
However, the relation between wage c hanges and changes in laln>r 
costs per unit of output in the plants of companies A and B has been 
neither simple nor direct but lues Iwen affected by a number of 
factors, two of which deserve special emphasis. In the first place, 
labor costs per unit depend to a considerable degree upon the 
volume of production of the mill as a whole. With a larger volume, 
longer runs arc possible, and the time required for stalling and 
stopping operations is reduced.' 

In the second place*, technological improvements were made in 
the 1period, particularly in company B s plant, which re- 


* When business lA wart*. orders will l* 1 put on ll»c- machines almost ** they 
come in, and almost esen change in the grade bring turned out is emth. Hut when 
a mill ha* a large barof order*. longer run*, nt a single grade tan be made at 
a cons kh Table saving. When business is stari.«\ m**t nulls will take order* for grades 
which cannot tie run as rffiotutly as their regular grade* nr which require costly 
tv peri mnt tat ion before a satisfactory sheet of paper is produced. A third fat 1m is 
that a ctTUin amount nf time is lost each week in starting up and shutting down 
the continuous operations in a paper mill, hut this time is no greater in a fi-dav than 
in a 4-day week, so that production per hour tends to im reuse as the operating time 
per week inemur*. If a mill can run 7 days a week, the start tin and shut-down 
time art* eliminated entirely, but this carirxit bo done for more than a few wwks 
in sixxcssion, as shut-down* for repairs an rcipnred. 
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duced labor costs materially A 19 per cent increase in wage rates 
over this period in company B s plant was accompanied by an 
increase of only 6.4 per cent in direct labor costs. 

These conclusions must be expressed in general terms, since they 
are not based on labor costs for a homogeneous product but for all 
grades of paper produced. l«ahor costs per ton of production will 
obviously vary' with the type of product. When a larger proportion 
of the output of the mill consists of grades which require the use 
of more labor in finishing operations, unit lalmr costs naturally tend 
to increase. In similar fashion these costs dejxmd upon the size of 
the paper machines, different grades of paper Ix'tng produced on 
machines of different sizes; in general, they are lower for grades 

Exhibit 4 
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produced on the larger machines. If grade labor costs had been 
available, this difficultv would have been avoided. 

Since it was necessary to use costs for the entire plant output of 
all grades, changes in labor cost figures from month to month may 
lx* due to changes in the proportions of different grades of paper 
made. In order to diminish the importance of fluctuations of this 
character, the lalror cost figures are presented as averages of a 
group of periods usually separated by a wage change. This proce¬ 
dure assumes that monthly variations in the importance of different 
grades of paper in the output of each plant will tend to balance out 
in the course of several periods. 

It is clear from Exhibit 4 that general changes in wage rates were 
accompanied in this plant of company A by changes of unit labor 
costs in the same direction. There was, however, no precise cor- 
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respondents in the extent of the changes. Between 1936 and the 
first eight periods of the following year, wages were increased by 
something less than 10 per cent, but labor costs increased by only 
5 per cent. Undoubtedly the explanation of this divergence* lies 
largely in the fact that the volume of production had increased by 
almost 30 per cent. During the last five periods of 1937, after a 
further 5 per cent increase in wages, labor costs advanced 8.8 per 
cent. Again, the variation in production seems to account for the 
discrepancy; the volume of production fell off bv more than 10 per 
cent between the two parts of the year. During the first nine periods 
of 1938. unit labor exists were 2.8 per cent lower than during the 
latter part of 1937, in spite of the fact that no general change in 
wages had been made and that production had decreased. The 
change in labor exists In-tween these two i>criods of time is probably 
explainable in terms of tin- changing ex imposition of the output. 
Publication grades of paper, which require less lahor per ton, air- 
counted in the earlier months for approximately (>3 per rent of total 
tonnage'; this proportion increased to more than 70 per cent in the 
later months. 

The explanation of the change in lalmr costs which occurred 
lietween the two parts of 1938 is not so clear. Following the general 
7 per cent reduction in wages, lalxir costs fell by only 2.3 per cent. 
Operating lalxir costs fell by 3.2 per rent. Changes in the volume 
and nature of production were insignificant and would not account 
for the differences. The fact that litlnir costs failed to decline as much 
as wage rates is probably connected with the increase in employ¬ 
ment, following the adoption of the Fair Labor Standards Act, 
which has already been noted. It ts probable that the addition of 
new employees, to the extent of almost 25 per cent of the existing 
force, brought down the average level of efficienev bv an amount 
sufficient to account for the discrepancy. If the last four periods of 
the year are considered separately, added weight is given to this 
hypothesis. For the tenth and eleventh periods, operating labor 
costs were almost 6 per cent lower than in preceding months; during 
the last two periods when the act was in effect, they were almost 
exactly the same as they had lieen during the early part of the 
year. 

In summary, it may be said that the movements in unit labor 
costs have had a tendency to parallel those in wage rates, except 
for variations in the volume and nature of production. There is no 
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evidence that systematic changes in labor policy or production 
method* were made to compensate for the changes in wage rates. 
This conclusion is consistent with the history of technical changes 
over the period. 

Company B. For company B, the relation lictween general 
changes in wage rates and in labor costs is indicated in Exhibit 5. 
In each instance? the 4-week accounting periods are divided into 
groups. The grouping conforms primarily with the dates of the 
general wage changes, although no change in wages intervened 
between the last half of 1937 and the year 1938. 

It is quickly apparent that the variations in direct and indirect 
labor costs (wire little relation to the w age changes. The 8 per cent 

Exhibit 5 
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wage increase* of January, 1937, was followed by a rise of onlv 2.5 
per cent in direct labor costs per ton and bv an actual fall in indirect 
labor costs. The second wage increase, 10 jK*r cent, was followed 
by a rise of 2.9 ]>er cent in direct and of move than 25 per cent in 
indirect labor costs With no intervening wage change, direct labor 
costs rose slightly in 1938, while indirect lalnir exists fell bv almost 
6 per cent. 

Most of these differences in rate of change are probably explained 
by v ariations in the volume of production and by the gradual in¬ 
crease in production per machine per hour" through technical im¬ 
provements over the 3-year period. In general, indirect labor costs 
tended to vary inversely with the volume of production, when 
allowance is made for the general wage changes. This is not true, 
however, when a comparison is made between 1937 and 1938; from 
the data at hand, it is not possible to explain the decline which took 
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place in these costs during the latter year. Direct labor costs tended 
to vary inversely with the average “production per machine per 
hour/’ again making allowance for the general increase in wages. 

Neither direct nor indirect labor costs advanced as much as wage 
rates over the period as a whole. As a result of the two increases, 
wages were approximately 19 per cent higher in 1938 than they had 
been in 1930* Direct lalior exists were only 0 1 per cent higher and 
indirect labor costs 14.5 per cent higher. Had the volume of produc¬ 
tion botMi as great in 1938 as in 1936. it is prnliahle that indirect 
lalxir costs per ton would have been even lower in the latter year. 
The basic reason for the smaller increase in exists is undoubtedly to 
be found in the larger production per machine per hour, this being, 
in turn, primarily due to technological improvements which per¬ 
mitted tin 1 machine to lit* run at a more rapid pare 

LUKIN COV1S, TOTAL COSTS AM) CHICKS 
It is difficult to obtain a clear picture of the relation between the 
wage and price policies of company A and company It during a 
business cycle from the data secured in this survev. The impact of 
a prolonged period of low \ulume on wage and price policies is 
not disclosed in such a brief period as 1936-38 Moreover, the data 
assembled have certain limitations, already indicated. The cost and 
price information available is tor the entiie output of each mill 
rather than for a single product, and hence change's in cost-price 
relationships are iri part attributable to shifting proportions of differ¬ 
ent grade's of paper in the total output. This difficulty, together with 
the practice of selling most of their pupei on a contract basis with 
the possibilitv of a different price for each sale, makes it difficult to 
identify fuming points in price* trends for companies A and H. The 
statistics describe the effect of executive action on prices only indi¬ 
rectly. It is possible that one result is an overemphasis on the role 
of the market in paper prices as contrasted with company policy . 

Nevertheless, it is clear that cost structure and the competitive 
situations of these companies put definite limits on the importance 
of wages in determining prices. The cost structure of the* paper 
industry* not only relegates wage policy to a secondary position but 
also influences greatly the reaction of each company to market and 
competitive pressures. 

Between 1936 and 1938 labor costs per unit of output ranged 
from 13.3 to 14.2 per cent of total unit cost in company A and from 
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11.5 to 12.4 per cent in company B, taking the avenges for the 
group of accounting periods shown in Exhibits 6 and 7. It is appar¬ 
ent that during this period they have represented a remarkably 
Stable proportion of total costs, despite the fact tltat wage rates in 
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company A were increased hv 16 per cent and in company B by 
19 per cent These inettmses were not fully reflected in the unit 
labor costs of the two companies, partly because increased volume 
made possible the more efficient utilization of labor and also, espe¬ 
cially in the case of company B, liecause of the installation of labor- 
saving machinery. 







wage policy of the individual firm aw 

Labor costs as a factor in total costs are overshadowed both in 
absolute magnitude and in the extent of their fluctuations by raw* 
material costs and by fixed expenses. Raw-material costs, primarily 
pulp t averaged a little less than 50 per cent of total costs in company 

Exhibit 7 
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A and a little more than 50 per cent in company B. Fixed expenses 
for these plants ( supervision, administration, selling expense, inter¬ 
est, and depreciation) ranged from 12.8 to 17,2 per cent of total 
costs in company A and from 13.3 to 20.1 per cent in company B 
{see Exhibits 6 and 7), Fixed expenses per unit decline when vol¬ 
ume is expanding and increase when less paper is being produced. 




510 


BUSINESS ECONOMICS 


Even to so short a period as the three years 1936-38, volume 
changes were great enough to cause wide swings in fixed charges 
per unit. 

The movements of unit raw-material costs have been, in general, 
opposite to those iri fixed expenses per unit, rising when business 
is good and falling when business is poor. Yet raw materials are 
such a large proportion of total costs that the latter figures have 
followed closely the changes in raw*material costs. Lalmr cost 
changes have in nearly every case been in the same* direction as 
the changes in raw-material costs, but t<X) small in si/e to influence 
appreciably the total cost figures. 

Not only have changes in labor costs placed a minor part in 
each company’s costs, but total unit costs have not been an impor¬ 
tant factor in price policy. The officials of these two companies can 
play only a limited role in determining the price's of their products. 
In fact, prices are spoken of In compum officials as fixed for them 
"by the market.” However, the fac t that company B has recently 
concentrated primarily on specialty grades of paper permits that 
concern a somewhat greater degree of freedom from price competi¬ 
tion than company A, whose major product is publication grades of 
pu| wr 

Despite the importance of the market in determining prices, costs 
and realizations for Doth those companies hast* been closely related 
during the period 1936-38. This is due largelx to the importance 
of raw materials in total costs, a fact to which reference has been 
made above. Pulp prices fluctuate widely; the aw rage raw-material 
cost per ton for company A was over 20 per cent larger for the last 
five periods of 1937 than it was during the year 1936. When shorter 
periods are compared, the differences are much greater. Changes 
in raw-material prices arc generally similar for all producers and 
vary in rough corresiKmdence with activity iti the paper industry. 
Consequently, when business is good, the prices of both raw' mate¬ 
rials and paper tend to rise, while, when volume is declining, both 
raw-material prices and paper prices decline. Thus costs and realiza¬ 
tions for those companies have moved together, more localise lx>th 
were under similar industry-wide pressures than because prices were 
fixed on the basis of costs. 

This tendency for prices of the finished product and the principal 
raw material to move together makes profits dependent primarily 
on changes in other manufacturing costs, largely labor and overhead 
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costs* The situation is similar to that in the cotton textile industry, 
which puts great emphasis on changes in mill margins. In the paper 
industry , overhead costs represent more than half these "other man¬ 
ufacturing costs.* 1 This fact, together with the dependence of unit 
overhead costs on the volume of production, accounts for the atti¬ 
tude of paper company officials toward volume and for the common 
slogans in the industry, "keep the machines running” and “get the 
volume.” 

This situation also explains the price policies followed hv these 
companies during severe depressions. According to officials of l>oth 
companies, the pressure* of fixed charges is sufficient to require that 
everv effort he made to sustain volume. To do this, prices are cut 
in periods of seven* and prolonged depression to a level which max 
just eo\er variable costs, i.e., materials and lalnu. and some part of 
fixed expenses. It is at such times, according to company officials, 
that exists pla\ an important, part in price policy, fixing a hover limit 
hclow which prices will not he cut. This function ol costs is clearly 
recognized hv company B, which breaks down all its cost figures 
into fixed and variable costs. 

Tin* importance which company B attaches to this distinction 
fH'*tween fixed and variable cjqiensrs may he illustrated by a con¬ 
crete example. During a period when the volume of production was 
low, the firm had ail opportunity to secure a large order from a 
concern whose credit rating was low. After some deliberation, the 
company finally accepted the order on the basis of ( 1 ) cash on 
delivery for at* amount carefully calculated to cover all the variable 
expenses and < 2 / long-term notes for the balance of the price. 
The notes were never paid, since* the purchasing company went out 
of business before they fell due Officials feel that no real loss was 
sustained, inasmuch as no other orders were obtainable at the 
time, and this order j>ermittod them to maintain their organization 
and provide employment. 

Onlv under these rather exceptional circumstances are changes 
in lal>or costs of any considerable importance in price jxdicy. At 
such a time a reduction in wage rates will reduce variable costs and 
permit lower prices than would otherwise Ik* possible. At no time 
during the 1937-48 recession did such a situation arise, although 
volume declined rather sharply. 

Changes in lalx>r costs are imjxirtant in the view of both com¬ 
panies to their cash position and to their profits. When business is 
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depressed, the cash position of the company becomes an important 
management problem* Capital expenditures may be curtailed, raw- 
material inventories reduced, and dividends suspended. The largest 
cash item remaining within the control of the company is the labor 
bill. The management of both companies feel that in such a situation 
even a small percentage reduction in wage rates is a substantial 
help. 


technological chances 

In Ixitli company A and company B, technological improvements 
reduced lain*! costs during the relatively short 1936-38 period, and 
in one of them tin* reduction was very substantial. In these two 
well-established paper companies, technological changes are made 
under a constant pressure for improvement in product and reduction 
in costs, and their effectiveness in limiting the influence of recent 
wage rate increases on labor costs has played only a minor role. 
Improvements in quality and reduction in overhead and material 
costs were even more important objective* of technologic al improve ¬ 
ments than were savings in lalxir costs. 

During the years 1936-38. company A spent substantial sums for 
new equipment and for improvements on older equipment. In the 
mill which has Iveeit the particular subject of this inquiry, the major 
changes were not such as to produce radical alterations in tech¬ 
niques or costs. In 1936. for example, when capital expenditures 
were approximately twice as great as in either of the other two years, 
the bulk of the money was spent for additional equipment of the 
same* type' as that already in use. The major consideration in de¬ 
ciding on capital expenditures is the* rapidity of return expected 
from the investment. On all large investments the development 
engineers or the officials of the operating department discuss the 
proposal with the plant manager. If he approves, estimates of its 
cost and of its expected effect on paper exists and quality arc 
submitted to the vice-president in charge of operation of all mills. 
If he indorses the proposal, a request for an appropriation is made 
to the quarterly meeting of the lxxird of directors, which makes the 
final decision. 

The chief reason for the technological changes which were made 
is descrilied by company officials as a desire to improve the quality 
or uniformity of the product or, in more general terms, to keep 
abreast or ahead of die technical procession in the industry. A 
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substantial proportion of the changes made in this mill, as elsewhere 
throughout the industry, brought this about primarily by improve¬ 
ments which increased the speed of the machines. These develop¬ 
ments brought about some saving in labor costs, but they resulted 
in even greater savings in overhead costs, and this appears to have 
I icon the more fundamental reason for their introduction. It must 
be Ixirne in mind, however, that machine sjieed is less important 
in a mill making many small orders than in a mill running for long 
periods on one grade. In the former c ase start-up and wash-up time 
constitute a substantial part of the total machine time per order. 
Company B has one 4 large modern machine, installed in 1926. which 
is not considered suitable for small runs because of the high fixed 
charges that it carries, though it is more* economical for large ton¬ 
nage orders. 

An examination was made of all the technical changes proposed 
or put into effect during the 3-vear period by company A in the 
mill selected for study. There is no indication that the increases in 
wage rates exerted any influence on the amount or nature of the 
capital expenditures. Nor is there am indication that the desire to 
reduce* labor costs was an important factor in bringing alrfmt capital 
expenditures. In only one instance was a prospective saving in lulx>r 
costs emphasized as a reason for making a change, and this particu¬ 
lar suggestion was not adopted. 

Most of the major capital expenditures made by company B over 
the 3-year period 1936-3S were also for the primary purpose of 
improving the quality and uniformity of the product. As in the case 
of company A. a related objective wax to run the machines at higher 
speeds. One of the largest projects, for instance, increased the dry¬ 
ing capacity of one of the paper mac hines Since this had been the 
factor limiting the speed of this particular machine, higher machine 
speed resulted, with a consequent reduction of all important exists 
except raw materials. There* were many other improvements of a 
similar nature. 

From a survev of the technical changes actually introduced and 
from information supplied by officials of the company, it is clear 
that there was little* or no causal connection lietwecn increased 
labor exists and the introduction of improvements. Only one change 
during the entire period could be attributed mainly to an expected 
reduction in labor costs, and this was a minor purchase of equip¬ 
ment. To be sure, the increase in the speed of machines tended 
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to Iowct labor costs, but this was not the most important effect of 
the changes, and it was not the primary reason for making them. 

Qckstions 

1, What \s the effect of changes in wage rates upon paper prices? How is 
this explained? 

2. What is the relationship between changes in wage rates and changes 
in unit costs? 

3, Does the over all eost structure of the jwper industry have any rela¬ 
tionship to the effects of changes in wage rates? 

4. Did the fact that Company A employed non-union labor while Com- 

! >any B employed union labor cause a significant difference in the ef- 
erts of wage changes upon total costs of both companies? How would 
you explain this? 

5. It was concluded that, in the paper industry, changes in wage rates 
had little effect upon technological improvement. Under what con 
ditions would you expect changes in wage rates to affect tin- rate of 
technologicaI iniprii\ einri it ? 

fl. How does accounting procedure affect labor costs in the paper in¬ 
dustry'? Would you expect this condition to be found in other in¬ 
dustries? 

7. On the basis of tbe information shewn in Exhibits and 7 for the year 
PON. could both companies afford to pay a wage increase of 10 per 
cent? Why? 


Cmc VII ‘1: t'MTEt) STATES STEEL CORPOn \TIO\ 

The United States Steel Corporation controlled thirty-two princi¬ 
pal subsidiary companies engaged in the production of a wide 
variety of iron ami steel products. The principal subsidiary, the 
Carnegie-Illinois Steel Corporation, produced in excess of 70 per 
cent of the total capacity of steel ingots and castings of the United 
States Steel Corporation. 

In Hfclti the Carnegie-Illinois Steel Corporation began wage nego¬ 
tiations with tin* Steel Workers’ Organizing Committee and. in an 
agreement dated March 2, 1937, recognized this group, or its suc¬ 
cessors. as the collective bargaining agent for those employees who 
were mendicrs of the Amalgamated Association of Iron, Steel, and 
Tinworkers of North America. On May 14, 1942, the* Steel Workers* 
Organizing Committee changed its name to the United Steelworkers 
of America. Sine*? the formation of the Steel Workers' Organizing 
Committee in 1936, wage negotiations in the steel industry' have 
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fallen into three phases: first, the pressure by employers to reduce 
wages during the recession of 1938; second, the war years under 
the National War Labor Board; and, third, the postwar experiences. 
In recent years negotiations between the United Steelworkers and 
the Camegie-Illinois Steel Corporation have set the pattern for the 
entire steel industry and. to some extent, for all large industries. 

During the period of the swimd World War both wages and 
prices in the steel industry were fixed by governmental decree. The 
Office of Price Administration placed ceiling prices on steel products 
in 19*11. which remained in effect, with slight modification, until 
eariv 1945. Wages were under the jurisdiction of the National War 
Labor Board until the cessation of the war. During the war, wage 
negotiations between the Steelworkers and the United States Steel 
Corporation consisted primarily of statements by each party of its 
position on wages and working conditions to the War Labor Board, 
who. after a period of studs and investigation, rendered a decision, 
which, although not binding upon either partv. was, in effect, in the 
nature of a decree. since both parties usually complied. 

The chief wage adjustment bv the War Lalrnr Board was the 
sn-called "Little StceP formula winch was announced on August 26. 
1912, Other than adjustments intended to eliminate inequities be¬ 
tween plants and additional payment lor second- and third-shift 
work, there were no further wage adjustments as such until eariv 
1946 The United Steelworkers, however, emerged from the war 
period with a number of other gains acquired bv the directives of 
the War l«ihnr Board Among the more important of these were 
maintenance of membership agreements, the* dues check-off system, 
more lilteral overtime, holiday, and vacation allowances, and a 
minimum dailv wage. 

The Office of Price Administration, on January 11, 1945, author¬ 
ized interim price increases on five steel products, pending the final 
report on its study of steel prices in general The O.P.A. stated that 
these interim price increases were allowed separate and apart from 
the additional Labor costs resulting from the directive of the War 
Labor Board on November 25. 1914, in which the board granted 
relief from wage inequities not to exceed 5 cents an hour for all 
employees and granted premiums for work on the second and third 
shifts, retroactive to January 4, 1944. United States Steel estimated 
the cost of the retroactive wage increases at $90,000,000. There 
svere no further adjustments in steel prices until 1946. 
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Sbortlv after V-j Day, the United Steelworkers demanded of 
eleven subsidiaries of the United States Steel Corporation a general 
wage increase of $2 a day, retroactive to August 18, 1945, stating 
that tins demand was not subject to compromise. The union based 
its claims upon the arguments that the steel companies had made 
profits of $2 billion during the war and that the companies would 
continue to make high profits for several years. Furthermore, the 
union argued, there were enormous hidden profits out of which 
additional wages could l>e shared with the Steelworkers. They fur¬ 
ther claimed that, in order to avoid another depression, an increase 
of $2 a day was necessary to the purchasing jxjwer of the steel 
workers, and, with similar increases in other industries, the pur¬ 
chasing power of the nation would be raised, thus keeping the 
wheels of industry going. 

The United States Steel Corporation rejected the demand with a 
statement that no wage increase was possible. In a letter from 
Mr. John A. Stephens, vice-president, Industrial delations, to Philip 
Murrav. president of the United Steelworkers of America, it was 
stated: "Our answer is that existing ceiling prices for steel products, 
together with the Governments wage stabilization policy, do not 
enable us to grunt a wage increase at this time.” The company 
claimed that it was selling the great majority of its steel products 
at a loss Itccame of increased lal>or, material, and service costs in 
the face of O.P.A. refusal to grant an increase* in the price of steel 
products. It was estimated that an average increase of $7 per ton in 
the price of carlxni steel products was necessary to meet those 
increased costs. 'Phis dispute resulted in a strike in the steel industry, 
which became effective on January 21, 1946, and which was termi¬ 
nated on February 15, 19-MS. when the O.P.A. allowed an increase 
of $5 per ton in the ceiling prices for car!x>n and alloy steel mill 
products. Under the terms of settlement a general wage increase 
of 1KJ* cents per hour was granted to the Steelworkers In comment¬ 
ing upon the settlement, Mr, Benjamin Hairless, president of United 
States Steel, in a prepared statement remarked; ’Trorn the begin¬ 
ning of this wage dispute 1 , we have taken the position that wages 
could not 1 k‘ .separated from prices. ... A price increase of S5 a 
ton will not be adequate to compensate for such past heavy increases 
in our costs and also to take cart' of w hat we estimate will be the 
total cost to us of this w'age increase of 18kt cents an hour. . . . 
Higher lalror cost in other businesses will inevitably result when a 
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basic industry such as steel makes a substantial increase in its wage 
scale.’* 

Upon removal of price controls from steel products on Novem¬ 
ber 10, 1946, the average finished steel composite price per pound 
rose from 2.707 cents in December, 1946, lo 2.873 cents in Feb¬ 
ruary, 1947. 

On February 5, 1947, the United Steelworkers presented new 
demands for a wage increase, jointing out that the profits of the 
steel industry were the greatest in its history; that the industry 
amid increase wages without increasing prices; and that the gains 
made in the wage settlement of February, 1946, had been entirely 
wiped out bv increases in the cost of living. On April 22, 19*17, a. 
new contract was signed which provided a wage increase of 12& 
cents per hour. It also provided that there would be no strike by 
the union before expiration of the contract on April 30, 1949, but 
that on April 1, 1948, either party might reopen wage negotiations 
and, if no agreement were reached bv April 30, 1948, the provisions 
of the existing contract would remain in effect until April 30, 1949, 

On August 1, 1917, the United States Steel Company announced 
a price increase u\ waging $5 per ton for various steel products. By 
December, 1947. the average steel composite price stood at 3.189 
cents per pound. On February 12, 1948, the union served notice of 
its desire to reopen wage negotiations and on April 5, 1VMS, pre¬ 
sented the following reasons whv a substantial increase in wages 
should be made at this time: 

1. (> >st m Li vino 

From the date of the IS)* cent increase in February. 1946, the cost-of- 
living has increased, according to the Bureau of lalxir Statistics, from an 
index of 128.6 to a figure of 167.5 in February, 1918. an increase of 
29.24 f 7. This latter figure even includes the very slight drop in the 
cost-of-living, .8' i . which occurred in February, by reason of the much 
discussed slump in prices in the commodity* markets. 

We do not have precise average hourly earnings figures for U.S. Sled 
for this period. Since U.S. Steel figures, however, so closely parallel those 
of the Industry' it seems safe to use the Industry earnings figures. BLS 
figures show that Steelworkers earned SI. 169 per hour in January, 1946, 
just prior to tlic IS 1 * cent increase. This increase slnmld have raised Steel¬ 
workers* wages to $1354. in order to adjust this figure for the subsequent 
cost-of-living increase from February, 1946, to February, 1946, it would 
be necessary' to increase it by 39.6 cents per hour which would bring 
Steelworkers* average hourly earnings to $1.75 per hour. The only in- 
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crease received by employees of the U.S. Steel Corporation during this 
period, however, were the 12# cents per hour increase of last April and 
tlie inequities adjustments which averaged about 7# cents per hour. It 
is stated in the* annual report of the Corporation tliat its employees 
averaged $1.55 in 1447. Thus it would take an average increase of 20 cents 
per hour to increase average hmirlv earnings by an amount necessary 
to offset the loss suffered during the last two years by Steelworkers 
through cost of-living increases. 

An examination of average weekly earnings fr>r the same period yields 
a like answer Average weekly earnings were $44.4*1 in the Industry in 
January, ]44f>, The IS# cent increase on a 40-hour week should have 
raised this figure to $52.51 }>et week. It would take an increase of $15.50 
in weekly earnings of hr offset the cost-of living increases since 

February, J4|fi, Average weeklv earnings of all etnplovees of the US. 
Steel Corporation in 1447. were $50.04, a deficit of $7.44 per week or 
20 rents per hour. 

You are well aware of the fact that workers in scores of other industries 
throughout the United States have been and are currentb receiving 
sizeable increases in their wages. It is only natural, therefore, that mcnv 
tiers of the United Steelworkers of America should likewise expect that 
their employers will also grant substantial wage increases The (.orpora- 
tion has made a great point in its annual statement and m its public 
press releases of the excellent conj>o ration between the employees and 
management timing 1417. Even the very best efforts of the company 
and the union could not hope to maintain such relations tf our members 
become convinced that this ( oipotation does not intend to accord our 
membership wage treatment similar to that being accorded bv thousands 
of other coronations throughout the United States. 

2. T ui t‘oniHnui ion’s Anility to Pay a Waol Kciuam: 

It seems appaient from all the figures which are available to us that 
the Corporation can well afford to grant a substantial wage increase at 
this time 

i a ) Increased Hcn'nucs. Public reports of priir increases indicate 
the ability of (In* Corporation and of other steelmakiug and steel fabri¬ 
cating companies to absorb further production costs. President Fairless 
no testified regarding the ability of most nnu-intcgnttcd steel producers 
to absorb the recent hikes in the prices of semi-finished steel. The U.S, 
Steel Profit and Loss Statement is ample testimony of U.S. Steel's abilitv 
to absorb further cost increases. 

It is obvious from that statement that the revenues of the Corporation 
Iww increased more rapidly than have wages and other costs since our 
last contract negotiations. 

We do not have precise figures concerning tlie increased revenue 
which the Corporation is realizing on its present sales. Wo do. however, 
Iwve industry figures furnished by the Industry's publications and it is 
apparent that U.S. Steel has shared in all of those major increases. The 
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figures on the base price per ton of finished steel, as set forth in “STEEL" 
magazine, show that the average price per ton of finished steel increased 
55. 37 per ton from l>eecmber, 1946. through March, 1947, just prior to 
our 1947 negotiations. Again in August, 1947. prices increased by 55,59 
per ton. Between October, 1947, and February, I94K, average prices again 
increascil by $5.73 per ton. Thus during a 15-month period the average 
prices of finished steel rose 516.69 per ton. 

The Steelworker's wage increase in 15-147. according to Corporation 
estimates at the time, cost L\S. Steel approximately $75,000,000 per year 
or less than $4 j>er ton cm U.S, Steel s present output of finished steel. 
We are well aware of the fact that other costs have increased also It is 
clear, however, that revenue increases have outrun cost increases, since 
profit during this period has increased tremendously over 1946. Much 
has been said of the fact that Steelworker earnings have increased more 
since 1940, than have steel prices. It is obvious from the record, however, 
that it is not neces.sarv tor steel prices to increase as rapidly percentage¬ 
wise as wages and certain other costs lor the Corporation to earn a size¬ 
able profit. 

The Steelworker s share of the salt's dollar received by the t orporation 
has aetualls decreased during the last vrar. In 1946, all payroll costs 
took approxiniatelv 47 cents out of each dollar received bv the Corpora- 
tion. In 1947 this figure was 42*s cents 'Mins tin* worker's share of the 
revenue realized bv the ( orporation has decreased bv 4 f * rents out of 
each dollar taken in bv the Corporation. Nearly one-half of tins decrease 
has IH*t*ii absorbed bv the increase in profits. 

( h I Pntfits. The ( .orporation has reported net profits after taxes in 
1947, of 5127.09XJ IS Acfuallx this is not tire net profit after taxes of 
the Corporation, rather it is reported profit after a set aside of $26,300,000 
for the extra costs incident to the replacement of its properties. The net 
profit as reported to the Bureau of Internal Revenue will approximate 
& 153.000.090 instead of $127,000,000. In fact, in order to l>e comparable 
with the reported profits of previous recent scars, if would be necessary 
to add another $6.?tOO.(XiO to tliis figure to take into account the c hange 
in inventory systems which occurred m 1947 

The reported profit in 1947 was 43.5', higher than in 194(i. This 
percentage increase would be much greater, neurlv SOS . if the adjusted 
net figure were used The reported profits alone, however, were exceeded 
bv onlv three sears in the Corporation's entire financial history, namelw 
1916. 1917. and 1929. 

The profit before taxes was $21 S.09S.148. even if the $26,300,000 extra 
depreciation charge' is excluded. This was the highest profit Iwfore taxes 
reported since 1942 and it resulted in a much higher nert profit, of course, 
by reason of the fact that there* was no longer an excess profits tax in 
effect. 

The profit margin in the? 4th quarter of 1947 was just as high as that 
during any of the other quarters of the year with the exception of the 
first, which is not comparable for several reasons. The further price 
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increases which have occurred since that time avid the lack of any sizeable 
cost increases sliould make the profit during the first quarter of 1048 
substantially higher than in the 4th quarter of 1947. 

The return on Net Worth was 8.41'< in 1947 which is substantially 
above the H f '< normally considered a fair return on risk capital. The 
Corporation has made much of the fact that its return per dollar of 
sales was only 8 cents in 1947. While this comparison may be a good 
operating guide for U.S. Steel management, it is not a sound guide for 
measuring annual profit as it is evidenced by the fact that with only a 
fractionafiy different return per dollar of sales in 1948 and 1947 the net 
profit for the two years varies tremendously. 

The Corporation has argued that it needs a high profit currently in 
order to expand its facilities. It should be apparent that such moderniza¬ 
tion and expansion cannot be financed wholly out of retained profits. 
Vet this is apparently what the Corporation would like to do. So far as 
we know the Corporation has made no effort to secure outside capital 
to finance these expenditures. Never within our history has an industry 
attempted such a tremendous expansion out of retained profits, For 
the Corporation to do so today would mean either that prices would 
have to be raised even more or that we would have to forego a needed 
wage increase. We cannot agree with the wisdom of this policy nor can 
we acquiesce in its application to us. It would mean very simply that 
each and every Steelworker would have to pay for the company's ex¬ 
pansion and modernization program in reduced living standards. We 
do not wish to deprive the Corporation of a fair profit. Nor do we wish 
to force a rise in steel prices. We Iwlieve that a wage settlement can 
be made within the present price structure which will grant us the 
needed wage increase ami at the same time return a fair profit to the 
Corporation, We are well aware however, that we cannot limit the 
company's action cm prices We can only bargain in terms of a settlement 
which is fair to ourselves and to the nation, and hope that the Corpora¬ 
tion will maintain a policy of price restraint which is consistent with 
our settlement. Mr, Fair less has argued publicly that a steel wage increase 
at tins time would be inflationary, Certainly it would Ik* no more *o 
than is the company * expansion and modernization program at this 
time. That program the cmn|Mny felt it limit'd and it has gone forward 
with it despite its inflationary effect. We do not believe that a steel 
wage' increase would l>c inflationary at the present time. However if it 
wetx\ the Company's argument on this score is certainly not consistent 
with its other actions. 

We sire well aware of the fact that present profit levels are part and 
parcel of tlie current high demand for steel. Can anyone here, however, 
argue that there is any sound reason to believe that this high demand 
will not continueV Should the time come that the industry no longer 
has a high demand for its products we can then face the problems raised 
by that condition. Until such time arises, however, it is pointless for 
cither of us to speculate cm Kerning such a condition. 
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(c) Productivity. Output per manhour has certainly increased during 
1947 in the Steel Industry and in the fabrication plants. We have heard 
testimony from President Fairless that products itv has not increased. 
We know that this is wtf true. Even a cursory examination of the com¬ 
pany’s output and manhours figures in 19*47 and 1946 indicate that 
whereas manhours worked increased approximately JH'l fmin 1946 to 
1947. both ingot production and finished steel production increased by 
nearly 34' i, This increase in pmduetivitv alone offset a substantial part 
of the wage increase granted to the Union in 1947. By reducing labor 
costs it further improves the company's operating position and tliercfore 
its ability to pay us a substantial wage* increase at this time. 

On April 22, 1948, the following statement was released by 
Mr. Fairless, president of the* United States Steel Corporation: 

In an endeavor to aid in halting further advances in living costs, the 
.steel-producing subsidiaries of the United States Steel Corporation will 
shortly announce dec reaves, effective Mav I. 1948, in their prices for a 
wide variety of steel products of their manufacture. 

These 1 price changes are estimated to add up to a total price reduction 
bv U S Steel of afwmt *25.000.000 a year based on last year s shipments 
of the products affected The priee reduction will \arv in amount for 
different products. No changes are to he made in the prices of certain 
products, such as semi finished steel, where the relationship betwenm 
present pin t's and costs tioes not permit a price reduction at this time 
The new changes involve a total price reduction more than twice as large 
in amount as the total increased last February in our prices for semi" 
finished steel 

So Jar as possible tin- price reduction* will hr made applicable to 
steel products which have a more or less direct bearing upon the cost-of- 
living. As illustrations, lower prices will be applicable to a number of 
steel products which are Ixmght In the consumer in the form in which 
they are manufactured bv our subsidiaries, such as nails; wiie fence, 
wire netting, steel fence posts, ste el roofing and siding sheets for build* 
ing; barbel wire and other wue products, and also to a number of steel 
products winch are converted by our customers into articles for ordinary 
use by homeowners. such as tin plate for the manufacture of cam, cold 
rolled strip and sheets for automobiles, stainless steel for refrigerators, 
stoves. kitchen cabinets, washing machines, etc.; slrects for furnaces, air- 
conditioning ducts, and heating equipment; galvanized sheets for silos, 
grain bins and other farm structures; spring wire for furniture and other 
uses; as well as many other steel products. 

Wc. in the United States, believe that costs and prices in general are 
too high for the good of the nation. We are firmly of the conviction that 
American industry and labor should cooperatively do everything in their 
power to avoid further increases in costs, which, if permitted to occur, 
must result in higher prices for almost everything we buy. Certainly the 
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best interest of all of our people will not l>e served by further lowering 
in the purclitising power of the dollar. 

We are hopeful that our action in reducing the prices of a number 
of .steel products associated with the cost of living may have a beneficial 
effect throughout the nation and mav lie helpful in bringing about an 
early tfahiluuitinn of reduction in the cost-of-living. To achieve this 
worthy result, there must be cooperation bv both business and labor 
and Government. If this should prove to be the outcome, everyone in 
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this country will benefit If. on the cun Iran, costs should continue to 
advance, then in fairness to our employees and to our stockholders \vr 
will have to consider at some later date the adequacy of both wages 
ami steel prices under the existing condition. 

Over the past few weeks our steel-producing suhstdiarie* have been 
engaged in negotiations with the United Steelworkers of America (C.I.O.) 
in connection with the request of the Union for a substantial wage in¬ 
crease. We have told Mr. Philip Murray, President of the Union, that 
in our judgment the granting by us of such a wage increase will not in 
the long run bring lienefit to anyone, as it will lead to similar substantial 
wage increases in other industries and to higher prices generally. The 
reply which we gave yesterday to Mr. Murray was that, in the light of 
this conviction, we cannot grant his request for a substantial wage in¬ 
crease to our steel workers, us such an increase would make necessary 
a general advance in our steel prices. We are unwilling so to increase 
steel prices at this time, as we believe this would be inimicahle to the 
best interests of the nation. 





WAGE POLICY OF THE INDIVIDUAL FIRM 


523 


While increases in our prices for certain steel products have Iwen 
announced from time to time since August 1. 1947, our costs have gone 
up to a greater extent with the result that the earning* statement of 
the United States Steel for the first quarter of 1948 to l>e released next 
week will show a lower profit for the first quarter of this year than for 
the first quarter of 1947. 

In an endeavor to do what is within our power to assist in halting 
the upward trend of costs and prices, we have adopted the course which 
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I base outlined. We have not been content just to sit by inactive and 
hope. Wc have concluded that definite action on our part is advisable 
in the wav of steel price reduction over a broad field. 

Average straight-time hourly earnings of our steel workers were 83.9 
cents in 1940. In February. 191$ t their average straight-time hourly 
earnings were $1,454. an increase of 73.3'> oxer those in 1940. Their 
actual average hourly earnings were $1.55 in February. 194$, as compared 
with 85-5 cents in 1940. an advance of $1.3'i since 1940, Actual average 
weekly earnings of our steel workers advanced 91.7'* between 1940 and 
February, 194$. namely, from 811.3$ tfi $00.14 a week. These advances 
in average straight-time and actual hourly earnings and in actual average 
weekly earnings be tween 1940 and February 1948, are substantially in 
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excess of the Increase in the eost-oMJving during that period. The index 
of the Bureau of 1atbor Statistics of the U S. Department of Labor 
records an increase of 67.2% in the awt-of-livitig between 1940 and 
February 1948, 
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According to the Bureau of I-abor Statistics, hourly wages in the steel 
industry' at the end of 1947 were 19'i higher than iu all manufacturing 
industries, 12T higher than in all durable goods industries, and 27% 
higher than in all nan-durable goods industries. 
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Exhibits 1, 2, 3, and 4 show the* progress in the United States 
Steel Company and the iron and steel industry as well as other 
pertinent data. The request of the l-nited Steelworkers of America 
for a wage increase, dated April 5, 1948, was denied. 

Questions 

i Should the United States Steel Company have granted a wage increase 
at this time? 

2. What is the relationship between wage rates and the cost-of-living 
index? 
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PUBLIC POLICY AND TIIE FIRM 


In smthons we have focused attention upon the behavior 

of oik* economic aspect of flic- firm, suc h us demand or costs, while 
the remainder, such as si/e of firm, channels of distribution, legal 
framework of socirtv, etc., were considered constant. In this section 
we assume that all economic relationships of the firm are variable. 
The use of government regulation and court decisions is taken as a 
basis for this shift in emphasis be cause tbeir impact is usually such 
as to cause review of the over-all position of the firm. 

Upon tin* assumption that a firm is maximizing profit under its 
existing economic organization and business practices (although 
such is not always the actual case, since a regulation or court dec ree 
may serve merely to prod the inertia of management),, any modifica¬ 
tion of organization or practices means that the firm must make some 
adjustments in order to maximize its profits under tin* new condi¬ 
tions. This mav mean a review of the entire organization of the' firm 
as concerns the methods by which the* \ at ions functions of sales, pro¬ 
duction, finance, price policy, seale of operations, and others are per¬ 
formed. 

In most of the preceding sections many conditions surrounding 
the firm, such as method of marketing, size of market, scale* of op¬ 
erations, elasticity of demand, and others, were assumed constant 
while that upon which attention was focused was allowed to vary. 
Here we wash to bring out some of tin* economic interrelationships 
among the various functions of the firm bv considering all of them 
as variable, This means a much broader view of the* economic aspects 
of the firm from tin* viewpoint of top management. The discussion 
and cases which follow will, therefore, emphasize this approach. 

Types of Public Policy 

One of the most important factors affecting business decisions in 
presenl-dav economic society is public policy as expressed by legis¬ 
lative action and administrative law. Although history is replete 
with problems of business and government, the past two decades 
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have witnessed an increasing influence of government upon the 
liehavior of businessmen. Pul die policy affects business behavior in 
two general ways: first; it creak's a political climate or atmosphere 
which affects the general attitude of businessmen, and. second, the 
legal machinery of government issues court decisions or admiimtra- 
live rulings which directly affect the conduct of the firm. Then* is 
no fine line of distinction betwevn these two tvjn\s of public policy. 
They probably blend into each other at various times and under 
different conditions. The division made here is purely arbitrary for 
purposes of discussion. 

It is difficult to assess the relative importance of these two types 
of public policy. Both affec t the dec isions of the businessman, but 
both arc not taken into account in the same manner. The political 
climate in which business is conducted involves broad considera¬ 
tions which extend bevond the firm itself, while such is not always 
the case with the second. Mam factors affect the political climate. 
As with economic factors, the businessman must forecast the impact 
of those factors which affect tin* future political climate, in order 
to make current decisions. Sometimes businessmen think there is an 
"antihusincss” attitude on the part of government, a condition when 
there is somewhat of a feeling of mutual distrust between govern¬ 
ment and businessmen in general. On other occasions the opposite 
situation mav prevail, while, again, something of a mixed feeding 
may exist which increases the uncertainties in forecasting the future 
political climate. 

There is, for example, proposed legislation to amend Section 7 of 
the Clayton Act which would forbid the- acquisition of the assets of 
a competing firm where the effect is to lessen competition. This pro¬ 
posal has been introduced into the Congress on sex end occasions in 
tin 4 past but to date? has been passed only In the House of Represent¬ 
atives. Should the Senate approve of the House action and the bill 
be signed bv the President, it would mean that the purchase of the 
assets of a competitor, in the future, would probably require the ap¬ 
proval of the Federal Trade Commission, If a firm is anticipating the 
purchase of the assets of a competitor, the status of this legislation 
may affect the timing of the move by the firm. Whi ther to make the 
purchase now' or at sometime in the future depends upon the possi¬ 
ble passage or defeat of this legislation, which would modify the 
political climate accordingly; for it is a costly proposition to hire 
legal counsel and prepare briefs for presentation before a govern- 
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merit agency. In addition, the time of the executive officers may be 
required, during which time* they are unable to devote their time 
and energies to the administration of other matters of the firm. The 
businessman must weigh these matters against his predictions of the 
future climate in reaching a decision as to what action he will under¬ 
take today. 

A more* general, but perhaps equally important, factor is the ex¬ 
pected future fiscal policy of the government. With the exception 
of two years, the federal government operated from 1932 to 1950 
with a Treasury deficit The result of such experience is evidenced by 
the size of the public debt. To many businessmen the size of the 
present debt is an unhealthy situation, and the future fiscal policy 
of the government enters more and more into their future calcula¬ 
tions. If it is expected that the government will continue the policy 
of deficit spending for the next several years, the influence of such 
a policy upon the price level becomes important to the future busi¬ 
ness |X)licv of the firm. Business investment of a long-term nature 
involves the assumption of fixed costs for a considerable period into 
the future. The price level and volume of output must 1 m* considered 
by the businessman, and the value he places upon these are affected 
bv his attitude as concerns the fiscal policy of the government. 
While the businessman cannot place a specific numerical value upon 
this type of public poliev. as lu* d<ies the price of labor and materials, 
his attitude toward the future is nevertheless affected by them. 

Public policy of the second type may 1 >e translated more directly 
into action by the businessman. There is hardly an area of his 
operations in which he is not confronted with considerations of 
laws or regulations which affect his decisions. Esjieciallv in the 
areas of taxes, price policy and com j>e tit ion. labor relations, adver¬ 
tising, and finance he fact's some rather complex situations which 
affect the welfare of his business. The framework of legislative and 
administrative law within which business activity is conducted is in 
a process of continuous revision. Almost anv alteration in this frame¬ 
work causes the businessman to modify his calculations so as to 
maximize his profits under the new legal requirements. 

In many respects the economic behavior of the businessman is 
similar to that of the players on a football field. On the field the play¬ 
ers are expected to perform according to the prescribed rules erf the 
game, and any observable infraction is followed by a penalty. As the 
rules of the game are revised, the players concentrate their efforts 
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toward winning within the framework of the new rules, and the 
conduct of the game is modified accordingly. On occasion the new 
rules may so modify the conduct of the game that both participants 
and spectators lose their zest for the sport. So it is with business 
and public policy. As public policy brings forth new regulations, the 
businessman attempts, within the new framework, to maximize his 
profits or, perhaps, withdraws from the particular pursuit in which 
he is engaged. A concrete example of the latter is the case of a 
firm which has engaged in the sale of alcoholic beverages under a 
license from a political unit to do so, but subsequently the citizens 
of that unit elect to ban the sale of such (leverages. The firm must 
cither cease operations or attempt bootleg operations, the latter 
being an attempt to maximize profits under the new conditions, 
even though such action is illegal. 

The administration of a business firm involves the processes of 
production, finance, marketing and distribution, pricing, and indus¬ 
trial relations, in addition to mam others. Public policy, in general, 
is not directed toward the elimination of am of these activities but 
primarily toward the manner in which they are carried on. For 
example, when a partic ular firm is arbertising its products, it mav be 
making statements of questionable support. To the extent that these 
statements are accepted bv the consuming public and acted upon 
m good faith, that firm will obtain an advantage over competing 
firms whose advertising is less exaggerated. The Federal Trade 
Commission rnay issue a "cea.se and desist’’ order on the grounds 
that such advertising is misleading. This docs not mean that the 
marketing function is ruled out but that the means of bringing 
the product to the attention of jK)tential consumers must be modi¬ 
fied. 

On occasion the law tna\ require the cessation of a practice which 
luis long prevailed, such as the use of a busing-point system of 
pricing by the steel and cement industries. Phis practice was re¬ 
cently declared illegal by the Supreme Court, so that the industries 
concerned have had to reconsider their pricing policies. Again, It 
does not mean that the industry must stop charging the same price 
as a competitor but that the method of determining the price must 
be modified to conform with the court decision. This means that 
the management in each firm must devise a new pricing policy 
which will maximize its profits in view of the changed competitive 
position as a result of the legal decision. 
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No attempt will be made here to defend or justify any particular 
legislative act or administrative ruling but rather to indicate their 
effect upon the behavior of the businessman. This is not to infer 
that the advocacy of certain legislative action by the businessman 
is of no importance. Indeed, the maintenance of a political climate 
in which business may be conducted with a minimum of friction 
and restriction calls for the contribution of ideas and suggestions by 
the businessman. He should, however, be ever-read) to defend his 
position on the basis of a contribution toward the gain of society 
us a whole rather than on purely selfish grounds which would en¬ 
hance his own position at the expense of others. This is not to 
infer that the latter course has never lieen followed. Antichain- 
store legislation promoted by independent grocers is an example of 
a successful undertaking of this sort. Jt is to be hoped that the 
ingenuity of the student will lie put to a rigorous test in meeting 
the problems and restrictions imposed upon business conduct b\ 
law but that such proposals as he makes will be within the realm 
of ethical behavior and legal restraint. W hat we are primarily inter¬ 
ested in is the adjustment of the firm to regulations imposed by 
public policy through considerations of other alternatives in the 
performance of the functions of administration of a business firm 
so as to maximize profits 


TAM’S 

The two tyjies of taxes with which businessmen are primarily 
concerned are excise and income taxes. For purposes of classifica¬ 
tion, a general sales tax will be considered as a broad form of excise 
taxation. In addition to these two forms of taxation, taxes which 
are levied with the intention of restricting or prohibiting certain 
forms of economic activity also concern the businessman. In this 
categorv fall such taxes as protective tariffs and taxes which are 
levied on specific commodities which discourage their use, such as 
the recently repealed federal tax on colored oleomargarine, In a 
sense these* latter two taxes are a form of excise tax but for purposes 
of identification and distinction are not alwavs classed as such. 

Excise Taxes 

Excise taxes are levied by both the federal and state govern¬ 
ments on man) commodities, such as gasoline, tobacco, furs, trans¬ 
portation, automobiles, and many others, both luxury and nonluxury. 
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To the producer and seller of any article which is subject to an ex¬ 
cise tax, both the rate and the manner in which the tax is levied 
are important. Some excises are levied on the inonev value of Hie 
commodity, such as the current 20 per cent levy on the retail selling 
price of fur coats, while others are levied on a physical unit lmis* 
such as the federal and state tax on gasoline and cigarettes- Gaso¬ 
line is usually taxed at some absolute amount per gallon. Cigarettes 
are taxed according to the number of cigarettes per package within 
a maximum weight. 

Among the proposals Irefore Congress is one which would change 
the basis for levying taxes upon cigarettes. It lias lrecn argued that 
"economy" brand cigarettes, those retailing for several cents less per 
pack than the leading brands, pay the same absolute amount of tax 
per package as the higher-priced brands, so that the rate of taxation 
is inequitable on a value basis. If the rate were levied according to 
the selling price, then the tax would he more proportional. To the 
extent that such a change in the method of assessment affects the 
selling price, these arises in tin* mind of the cigarette manufacturer 
the question as to how it will a fleet his sales. Will it mean that the 
'celling price of the "cconomv" brands will he reduced:* If so, to what 
extent? A partial or the full amount of the tax reduction per pack¬ 
age? What effect will this have upon the sales of the leading brands 
because of the inc reased differential in price? 

The last question brings us face to face with the elasticity of 
demand for a commodity—in this case, cigarettes. If we assume that 
the demand for cigarettes as a whole is ine lastic but that the demand 
for various brands of cigarettes has a price' elasticity greater than 
unity, then the producer and seller of "economy" brand cigarettes 
will probably reduce the selling price by tin* full amount of the tax 
reduction. On the other hand, if the price elasticity of demand is 
less than unity, then it will lie more profitable not to reduce the 
veiling price In the full amount of the tax reduction. If the demand 
is very inelastic for the * economy" brand producer and seller, he 
will not reduce the price at all but will show* a larger margin of 
profit per package at the same price which prevailed prior to the 
tax reduction? The foregoing is based upon the assumption that the 
selling price of the leading brands remains unchanged after the 
modification of the tax laws. 

1 Even in this case there- may be a reduction m pnee if the m-irgin 

*otikl result in profits Inch a* to attract new producers fnt« th* field. 
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From the viewpoint of the producer and seller of a leading brand 
of cigarette, similar calculations must be made concerning his price 
elasticity of demand. If the amount of tax per package remains un¬ 
changed under the new law and there is a price elasticity of demand 
for his brand, he may also consider a price change, depending on 
what price changes the sellers of the ‘‘economy” brands introduce. 
If the "economy” brands reduce their prim and widen the differen¬ 
tial Iwtween their prices and those of the leading brands, so that the 
sales of the leading brands are affected, then the seller of the latter 
will find it to his advantage to reduce his prim also. All his price re¬ 
duction, however, will not Ik- charged to a reduction in the margin 
of profit per package, since, with a lower price, under the new tax 
law part of the reduction will be a reduction in the amount of tax per 
package. In the case we have assumed here, that oi price inelasticity 
of demand for cigarettes us a whole but of price elasticity between 
brands, the reactions of competitors to price changes becomes 
extremely important. The reduction of price by the “economy” 
brands by the amount of tin* tax reduction may cause the pro¬ 
ducers of the leading brands to reduce their prices proportionately, 
thus maintaining the same price differential as existed before the 
tux reduction. This could result in the same division of the market 
among sellers as Iw'fore the tax change but with lower cigarette 
prices for the consumer. The possibility of such action may deter the 
producers and sellers of “economy” brands from making such a 
price cut. 

The reduction in price of the “economy” brands may be met in 
another manner by the producers of the leading brands. They may 
decide to enter the “economy" market with a low-priced brand of 
their own rather than suffer a price reduction on the leading brands. 
This may be a method of maximizing profits on the part of the pro¬ 
ducers of the leading brands. Assuming that the demand curve for 
the leading brand of a particular producer is of less than unit elastic¬ 
ity* he may cam larger profits by maintaining the* price on the lead¬ 
ing brand and offer an "economy" brand at a price equal to that of 
similar brands, thus utilizing the capacity of his plant between the 
two brands. The profitability' of this arrangement, however, would 
depend upon the cost structure of the individual producer and the 
division of the output between the two brands. The elasticity of 
demand for the two brands depends upon consumer loyalty to 
the particular brands. This is something the producer must either 
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estimate or learn through the experience of price variation. The 
latter may not be feasible, however, because of the oligopolistic 
nature of the cigarette industry. 

The imposition of a new tax or the removal of an old excise tax 
affects the firm in a manner similar to the modification of an excise 
tax. The businessman would prefer to be able to pass on the full 
amount of any excise imposed upon his product without a dimuni¬ 
tion of sales. Two problems of elasticity of demand are concerned 
in this case: the elasticity of demand for the industry as a whole 
and the elasticity of demand for an individual firm within the 
industry. 

Suppose a tax is to Ik* levied upon deep-freeze units for lx>th 
domestic and commercial use. If the tax is passed on by all pro¬ 
ducers of such units direct to the purchasers of this product, the 
price is increased by the amount of the tax. In the case of a potential 
purchaser of a deep-freeze unit, the increase in price may cause him 
to refrain from purchasing and, instead, make use of a rental deep¬ 
freeze locker in a publicly operated deep-freeze storage unit, 
assuming one is available. Or he may prefer to dispense with a 
deep-freeze unit entirely and continue to buy or pack frozen goods 
in quantities small enough to handle in the freezing unit of his 
refrigerator. This would indicate some degree of elasticity in the 
over-all demand for deep-freeze units. If the demand is quite elastic, 
the addition of the total amount of the tax may cause a reduction of 
sales in the industry. The over-all elasticity of demand for this 
product would depend upon the alternatives open to the potential 
purchaser for the preservation of food bv other means. 

In the case of the individual firm the addition of the full amount 
of the tax depends upon the elasticity of demand for that particular 
firm. Let us suppose that the industry adopts the practice of quoting 
prices including the tax, so that the price tag shows the retail price 
plus the tax in a single amount. This does not mean that all firms 
in the industry will merely add the amount of the tax to the existing 
price for the product. The problem for the individual producer or 
seller is whether or not he will make a price adjustment because of 
the tax. For the retailer this problem is further complicated if the 
producers of deepfreeze units have adopted so-called *'fair-trade w 
prices, t.c M the price to the purchaser is fixed by the producer, and 
when subsequently sold to the purchaser by the retailer that is the 
price to be charged. The demand curve of the retailer may be quite 
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different from that of the producer. From both the producers* and 
the sellers' viewpoints the greater the number of available substi¬ 
tutes for deep-freeze units, the more elastic the demand curve for 
the industry, and the greater the number of producers of deep¬ 
freeze units in the industry, the more elastic the curve for any one 
individual producer. Where an industry is highly oligopolistic with 

Exhibit l 


SillOHT TU :s EFFECTS OK EXCISE TAX ON PHICK AM) OUTPUT 



an inelastic demand curve for the industry, the tax may lx* more 
easily passed on to the consumer of the product. Where' the industry 
is highly oligopolistic but with an elastic demand curve, there mav 
lx* obstacles to the passing-on of the tax in its entirety. 

The short-run effect of an excise tax ujxmi a firm in a monopolistic 
position may lie illustrated graphically- as shown in Exhibit l. In a 
position of equilibrium the firm would be maximizing profits bv 
producing output C\) and charging price OP. Tire imposition of an 
excise tax would mean that the cost of selling the product would 
be increased bv the amount of the tax. That is to sav, for even 
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unit sold, the seller must remit to the tax collector the amount re¬ 
quired by law whether he actually collects it or not. Presumably, 
he wishes to collect the full amount of the tax. The addition of the 
tax raises his cost per unit, as shown hv the new total unit cost 
curve TVC* and marginal unit cost curve MUC\ compared to the 
original nines TVC and A (VC, respectively. In order to maximize 
profits under this new cost structure, the firm will reduce output 
to PQ' and charge price OP'. While the firm is selling fewer units, 
it is charging a higher price in the amount of VP' on each unit sold. 
This means that, because of the tax levied upon the producer, the 
price has been raised to the consumer. However, the firm has not 
l>eeii aide to pass along the entire amount of the tax because the 
total profits of the firm under the new exist structure are represented 
b\ the rectangle PHAP\ whereas before the tax thev amounted to 
MSCP . which is much larger. Had the firm been able to pass along 
the entire amount of the tax. profits would not have* lieen reduced, 
If the firm decided to absorb all the tax, profits would be even less 
than represented b\ rectangle PHAV In the ease shown, the seller 
must absorb part of tin* tax. 

The level to which price will he raised and the tax passed on to a 
greater degree depends upon the elasticity of demand and upon the 
shape of the relevant cost curves. The long-run effects of the inci¬ 
dence of the tax depend upon a number of fac tors which w ill not be 
discussed here. We wish to emphasize here that the firm will not 
alvvavs find it most profitable to assume that it may tut tier pass on an 
excise tax in its entirety to the purchaser or improve its position bv 
complete absorption of the tax. 

Income Taxes 

The effect of an income tax upon the behav ior of the businessman 
is somewhat less direct than that of an e xcuse tax. While the excise 
tax is a levy which must be paid for each unit produced and sold, 
the income tax is not levied unless a prescribed minimum profit 
results from business operations. A certain percentage of profit 
above a stated minimum is paid to the tax collector according to 
the prescriptions of the* current income tax law's, In a sense this is 
a sharing of the profits of the business firm with the community 
through the tax-collection agency. As pointed out in Part I, profit 
computed for purposes of taxation is not the same as economic 
* sc* p. a 



586 BUSINESS ECONOMICS 

profit or profit in the businessman's meaning. Since no tax is paid 
unless a profit of a certain amount is exceeded, the definition of 
profit for tax purposes (income) becomes of paramount importance. 
To repeat again, since profit is defined to a considerable extent bv 
the definition of cost, which is deductable from income, a great 
deal of the income tax laws deal with allowable costs of carrying on 
business. 

Among the more important definitions of cost of operations arc 
those of depreciation and depletion, inventory valuation, capital 
versus revenue expenditure, interest, ami various contingency re¬ 
serves. Ariv modification in the legal definition or interpretation of 
these items means a corresponding variation in the amount of net 
profit for tax purposes. It is not only the current definition of these 
costs which are important to the businessman but expected changes 
which may be made in them either by legislative action or by 
judicial interpretation. In conjunction with expected changes in the 
definition of cost (profit ) are expected changes in the rate of taxa¬ 
tion and the tax base. These considerations enter into the business¬ 
man's calculations of the future and affect business policy. This 
policy affects not only the volume of future business activity but also 
its timing. 

Expected chiuiges in the law may cause a shift in the timing 
of certain business decisions or possibly the execution of deci¬ 
sions previously made. An expected change in the allowable rate 
of depreciation may cause a capital investment to be made ear¬ 
lier than was originally planned or the postponement or cancella¬ 
tion of plans already made, A change in the allowable rate of de¬ 
preciation or depletion may make profitable an investment which 
ranked as unprofitable under the old rate. The higher the rate of 
depreciation, the lower the stated net profit, Since deductions from 
revenue for depreciation arc charges against income rather than a 
payment outside the firm, it means that the higher rate of deprecia¬ 
tion permits a firm to retain more of its receipts. These receipts 
are not necessarily kept in cash but may be invested in inventory 
or used to finance new capital inv estment. It also means a reduction 
in tax liability, which also increases the net worth of the firm for 
a given revenue. 

An experience of this nature was witnessed in the United States 
during the recent war, when firms purchasing new equipment few* 
the express purpose of manufacturing w ar materiel were permitted 
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to write off such investment at a much more rapid rate than nor¬ 
mally. The result of such a policy on the part of the government 
was to induce businessmen to expand war production much more 
rapidly. The same principle applies in peacetime. Especially may 
this be true in the case of new firms whose resources are extremely 
limited so that there Is a need to build up a reserve as rapidly as 
possible. The writing-off of a major portion of the capital excuses 
in the early life of a new firm, as contrasted to a much lower rate 
of amortization required by law, may be the difference between 
abandonment of the venture and the decision to undertake the risk. 
This is the argument frequently advanced to encourage the growth 
of new' enteipri.se. In addition, it is suggested that so-called "new 
businesses'" be given a much lower rate of taxation for some spe¬ 
cific period until they are able to maintain themselves and pav 
the regular rate. Should such legislation be approved, it would 
perhaps affect the method of expansion of old firms as well as new. 
An old firm, instead of expanding its operations under its existing 
corporate structure, might organize a new corporation to cover some 
specific expansion, such as the addition of a new product to its line, 
in order to obtain the tax advantage and thus maximize profits. 
This assumes that the law is so drafted as to define a firm and a 
corporation as synonymous. 

Depletion allowances for the purpose of computing net income 
also affect the development of the mineral industries. The sinking 
of ail oil w f ell, for example, involves considerable risk, cbieflv that 
the well may turn out to be a dry hole. Even if the well produces, 
the amount it will produce over its lifetime is unknow n, so that the 
risks undertaken in oil-well drilling call for considerable investment, 
which the owner wishes to recover as rapidly as jKissiblr. If the 
rate of allowable depletion is low' for tax purposes, the net income 
after taxes may be so small as to discourage the quest for new w-ells. 
particularly on the part of small prospectors wiu> operate on a 
“shoestring" basis. For a mining firm already in existence a change 
in the rate of depletion will not have the same effect upon its opera¬ 
tions as it will upon contemplated new' mining operations. The 
effect of a change in the depiction allowances will modify the 
profits from a given revenue accordingly. Whether or not it will 
cause an existing mining firm to close is another matter, since the 
allowances for depletion are not used to replace capital in the form 
of natural resources in the same sense that a manufacturing firm 



938 


BUSINESS ECONOMICS 


replaces its capital tools, plant, and equipment. Therefore, a rate 
of depletion which is proportionately reduced, as are depreciation 
rates for other capita! assets, does not make the mining firm un¬ 
profitable in the sense that it would a manufacturing firm w'hich 
may be able to dispose of its assets for alternative uses. Natural re¬ 
sources arc not mobile, nor can they be created: hence* there may 
be a tendency to work them until they are physically depleted, once 
the investment is made, regardless of the depletion allowances. 

The method of inventory valuation for the purpose of making 
up a statement of profit and loss is also affected by tax laws. In¬ 
ventory which is accumulated over the* income period is ordinarily 
purchased at varying prices. Some of the inventory which is on 
hand at the close of the* period probably was purchased at different 
prices. If prices are rising and the inventory is valued at the lower 
price, the profits of the firm will include gains other than from 
manufacturing and selling operations. If the firm wished to keep 
its taxable income at the lowest possible* figure*, then it would value.' 
the inventory at the higher current market prices. This we mid reduce 
the lax liability on a given revenue. If the inventory were valued 
at its original cost. then the profits of tla* firm would be higher and 
a higher tax liability would be incurred. The businessman is not, 
however, at lilrertv to make use* of these alternative valuations at 
his pleasure for tax purposes. The income tax laws have imposed 
some limitations upon his actions in this respect. 

Many firms make use of inventory systems known as "FIFO**— 
first in, first out—and "UFO"—last in, first out—as a method of in¬ 
ventory valuation. Under the first method, when finished goods are 
sold or a withdrawal is made from inventory for sale without further 
processing ( as in the case of a retail stored tin* cost of the inventory 
is calculated at the price paid for the oldest inventory on hand, i.c.. 
the first in stock. This means that in a period of rising prices the prof¬ 
its of the firm will be stated at a higher figure than if market price of 
inventory were used as cost of goods sold. The reverse would lx* 
the case in a period of falling prices. Under the second method, 
UFO, the cost of goods sold is calculated as the price paid for 
the most recent addition to inventory, so that cost of goods sold 
will reflect higher costs in a period of rising prices. In a period of 
falling prices the effect will be just the opposite. Depending upon 
the phase of the business cycle, one system will obtain an advantage 
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over the other. There may be reason, from the tax viewpoint, to 
change from one method of inventory valuation to the other. This 
calls for a forecast of the future trend of prices as it concerns the 
business firm involved. Furthermore, in most cases it requires per¬ 
mission of the Commissioner of Internal Revenue to shift from 
one method to another. In spite of the required permission, it is to 
the businessman's advantage to investigate the tax liability under 
the two methods as business conditions change, in order to keep 
his tax liability at a minimum. 

Under present tax law one of the most iinj>ortant provisions is 
that which permits the interest on collateral and detmiturc l>omls 
to be deducted as a business expense, while dividends iijwm pre¬ 
ferred and common stock are not so considered. This piovision 
affects business decisions as to methods of financing, be., the type 
of security which the firm mav offer for sale to raise more funds. 
For example, assume that an industrial corporation is in need of 
additional funds for working capital and expansion. Also assume, 
as far as the security market is concerned, that the record of earnings 
<>1 the firm has been such that it could market with equal facility 
either stocks or bonds. With given expected revenues from addi¬ 
tional working capital and additional capital investment, the firm, 
if it issued bonds, could deduct the amount of interest paid as a 
business expense and thus lower its tax liability. If, on the other 
band, it financed through stocks, the amount which would have been 
paid as interest on bonds is not deductible. Therefore, the income 
of the firm would be higher, which would increase its tax liability, 
especially if the amount were of sufficient size to place the firm in 
a much higher surtax or excess profits tax bracket. It is not meant 
to convey the idea here that tax considerations are the only basis 
for offering one kind of security rather than another. Of equal 
importance is a forecast of expected future business conditions. If 
a firm assumes a fixed obligation in the form of bonds, it must 
anticipate that price and volume of output wall not fluctuate to such 
a degree that it will impair the firm s ability to meet the fixed 
charges incurred. There is also the attitude of the* security market 
toward stocks and Kinds at the time the issue is expected to be 
offered. The premium or discount which may attach itself to one 
or the other of the types of securities will, in all probability, affect 
the type of security the firm may attempt to market. Our purpose 
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here is to emphasize the role that the tax laws may play in influ¬ 
encing business decisions so as to maximize profit within the frame¬ 
work of existing tax law. 

PRICE POLICY AND COMPETITION 

While price policy and competition are not the same thing, they 
are so closely associated with each other that they will be discussed 
jointly. Only a few of the high spots covering public policy toward 
pricing and competition will he undertaken. Generally speaking, 
the businessman is limited in the arena of price policy only by the 
interaction of demand arid supply in the market. That is to say, he 
is free to charge as high a price as the traffic will bear or sell his 
product at as low a price as he chooses. On occasion, however, the 
pursuit of either or both of these two extremes in pricing attracts 
the criticism and scrutiny of the public, and demands are made upon 
government, bv affected groups, to do something about the pricing 
methods of a particular firm or industry. On the one hand, the 
clamor for some regulation of prices is associated with the monop 
olistic position of a firm or industry, while, on the other, the demand 
for price regulation arises localise of too much or “cutthroat* com¬ 
petition. 

Legal Regulation of Price Policy 

With the exception of common carriers and government-operated 
enterprises, the federal government has engaged in little or uo direct 
price fixing other than in times of war emergency. Almost all the 
regulations concerning price policy have emerged from decisions of 
courts ami administrative agencies, chiefly the Federal Trade Com* 
mission. This means that all such decisions are the result of a chal¬ 
lenge of the pricing practices of firms by the government agency 
concerned. Tims, there is an element of uncertainty as to the 
legality of certain pricing practices of business, and the status of 
such practices can be determined only by making an issue of the 
practice and testing it in the courts. Thus it is possible that practices 
which have prevailed for years and been acceptable to society may, 
because of changing attitudes and dynamic change, be challenged. 
Where such action occurs and the pricing practice is modified or 
forbidden entirely, it calls for a compliance with the court decree 
to the extent ordered. On the assumption that the pricing methods 
before being challenged were so organized as to maximize profits. 
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the businessman must reappraise his price policy so as to conform 
to the law and at the same time maximize his profits within the new 
limitations. On occasion this may mean quite an upheaval in long- 
established methods of distribution and production, while In others 
it may be less serious. In cases where a giv en price policy is declared 
illegal, tin* court opinion usually does not provide alternative policies 
which the defendant may follow but leaves him to determine for 
himself a new price policy which he hopes will not bring him again 
into conflict with the law. 

Perhaps the outstanding example of this sort is the recent Supreme 
Court decision on the basing-point system. Simply stated, a basing- 
point system is one in which some locution is chosen as a point 
from which transportation charges are computed to the point of 
ili'livery, regardless of the point from which the product is actually 
shipped. The price is then quoted either f.o.b. the base point or, as 
is more often the ease, the delivered price at destination. Sinee all 
producers of the commodity may not he located at the basing point, 
it means that the net proceeds to the producer after paying freight 
will not be the same in the case of all sales. The basing-point system, 
then, is basically one of price discrimination. In the Cement case 4 
it was proved to the satisfaction of the court that these identical 
delivered prices were the result of collusion among producers, but 
it does not necessarily follow that all delivered pricing systems are 
based on collusive action. There is still a great deal of confusion in 
the minds of many businessmen, however, as to what extent a de¬ 
livered pricing system may he used. 

Effect* of Legal Restraint on Price Policy 

Of concern here is not so much the legality of the basing-point 
system as it is the effect of a judicial or administrative decree order¬ 
ing a modification of the system. The abandonment of the basing- 
point system of pricing is not simply one of changing price policy 
to f.o.b, mill as a permanent solution. Such a step may provide an 
immediate compliance with the legal requirements, but it does not 
solve the economic problem of the firm, namely, the maximization 
of profit. Indeed, the adoption of an f.o.b. price may result in an 
unprofitable situation for some firms in the industry affected. Fur¬ 
thermore, the “solution” to the problem may not lie entirely in the 

* E LC. v. The Cement Imtitute, 333 U S. 683 (194«). 

'Ibid. 
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field of prior administration at all but in the modification of other 
factors, such as size of plant, location of plant, mode of transporta¬ 
tion, size and extent of market, type of product, degree of specializa¬ 
tion (or possibility of specialization or integration) of product and 
operations, relative employment of labor and capital equipment« and 
many others. Price is affected by cost. That is to say, a product will 
not In* produced in the short run when price fails to cover variable 
cost, or in the long run when price fails to cover total cost. Cost is 
affected by volume of output. Within limits, the unit cost of pro¬ 
duction will decline with an increase in output. But volume of pro¬ 
duction is governed hv tin* productivity of labor and capital and the 
size of the market. Price also affects the size of the market, in that 
a higher price, relative to competitors, reduces the size of the market, 
while a lower price tends to increase the size of the market. 

Price discrimination permits a firm to extend its market and thus 
lower unit cost of production, so that profit is increased. Where 
markets are separated In ignorance, legal barrier, or collusion, ad¬ 
ditional volume can be sold in another market at higher or lower 
prices than in the existing market The seller then has the advantage 1 
of producing additional units at decreasing marginal cost, provided 
that he is operating within that particular range on his cost curve. 
This permits the acceptance of a lower price than he would he 
willing to accept if he priced all units on the basis of marginal cost 
relative to production for the existing market.' Where such pricing 
practices exist without interference for long p 4 riods of time, it mav 
cause* plant capacity to increase. Locational factors npp*ur to Ik* of 
less importance and transportation of finished products becomes 
more important than that of raw materialv When price discrimina¬ 
tion is eliminated or modified bv legal decree or removal of barriers 
separating the markets, the firm is forced to make some adjustments. 
Therefore, considerations other than the mere changing of the 
method of quoting price must enter the calculations of the firm if it 
is to maximize profits or minimize losses. It may be necessary' to 
revamp the entire method of production and distribution. 

If the result of the elimination of price discrimination is to con¬ 
tract the size of the market for tin* firm, it must consider the reduc¬ 
tion in output and the subsequent effect upon unit cost. The busi- 

* If the firm in nhte to obtain a higher [vice than evicts in the present market, 
tW im, Tensed volume i*»t «mt\ decreases* unit cost but also trareaw* the nuu^in of 
profit per unit tavame of hh nrase in rm’iuic. 
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nessman may wish to revise upward his price in the local market if 
his unit cost rises and the demand curve is of sufficient inelasticity. 
The result of the elimination of price discrimination may have con¬ 
siderable effect upon the shape as well as the position of his own 
demand curve. This will probably affect his volume of output and. 
in the long run, his price. It may also bo possible to relocate part of 
his plant so as to reduce capacity in his local market and place him 
in a more competitive position in more distant markets which he 
formerly served through price discrimination. There is also the possi¬ 
bility of differentiating his product so that he may command a 
higher price for it in ln>th local and distant markets in order to keep 
his volume high and unit cost as low as possible. Where the market 
for his product is curtailed by the restriction of price discrimination, 
the businessman may consider the addition of other products to his 
line when the market and technicalities of production will permit. 
In am event, the adjustment is not confined nierclv to tin* sphere in 
which the restriction arose. The entire perspective tif the firm may 
change because of the modification in price polios. 

Hemic Price Maintenance 

All but three of the states in the l-nited Stales have statutes which 
permit the fixing of resale prices by the manufacturer of branded 
products. Such laws affect the price polios of mam firms. For the 
producer it affords some degree of price control over the sale of 
his product to the final consumer. In effect, it permits tin* manu¬ 
facturer to set the margin fra those firms intermediate in the distri¬ 
bution process, such as wholesalers and johliers. The laws permit 
vertical price agreements under certain conditions, and, while no 
specific penalties are established tor failure to adhere to the* team 
of these agreements, the* producer of the brunded article* may bring 
suit in state courts to enforce such agreements. 

Where the retailer is free to charge whatever price he chooses for 
the products he sells, the amount of his margin is his personal choice. 
He may reduce prices to attract customers to bis plate of business. 
By accepting a reduced margin on the cut-price* merchandise, he 
may hope to sell other products on which there has been no price 
reduction. Under such conditions price competition is not subject 
to control by any other than the retailer. 

If the producer of a branded commodity feels that frequent and 
large price changes are detrimental to his operations, he may enter 
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Into a male price agreement and prevent further price cutting by 
retailers. Where retailers are numerous and the product concerned is 
one which attracts a large number of buyers by sharp price reduc¬ 
tions, competition in that article may reach a cutthroat stage. As de¬ 
mand for the product fluctuates from frequent price changes, it may 
affect the rate of production of the producer to such an extent that 
he finds his costs reflecting the situation. If the result of price wars in 
his product are such that the demand from retailers is erratic, he 
may find his production schedule on a “feast or famine” basis, or 
he must carry a sufficiently large inventory so as to meet sudden 
change in demand. These factors increase risks and thus costs. 

If the producer is engaged in the manufacture of a product in 
which there are relatively few manufacturers, so that competition at 
the productive level is highly monopolistic or oligopolistic, lie will 
find it to Ids advantage to transfer price competition from the retail 
level to the manufacturing level, where price policy will perhaps fob 
low u much more stable pattern of behavior than at the retail level. 
Stabilization of price will tend to eliminate the changes in rate of 
sales and production due to movements of price up and down the 
demand curie, but it will not eliminate changes in output respond¬ 
ing to shifts in the demand curve. The foregoing is based upon the 
assumption that the retailer w ill abide bv the provisions of the resale 
price contracts and charge the established price at all times. This 
eliminates price competition at the retail level in the sales of the 
product of one manufacturer by several retail outlets. To the extent 
that competing products enjoy price stability by similar means at the 
retail level, price competition in the industry is substantially ar¬ 
rested. 

The coin of resale price maintenance appears to liave two sides, 
however. When the rate of production and consumption are about 
the same so that then 1 is no pressure on price at the retail level, price- 
maintenance contracts appear to work fairly well. When, on the 
otlier hand, there is required considerable sales effort to keep an item 
moving, there is a temptation to shade price in order to maintain 
or increase sales. Enforcement then becomes difficult. 

In the case of some particular products, such as some of the du¬ 
rable goods, price cutting may develop on a large scale. Frequently 
this results in a demand upon the producer by retailers who adhere 
to the contract price to take action against the violators of the con- 
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trad. Such a step may mean the loss of large outlets by the producer, 
and he finds himself in somewhat of a dilemma. If competition is of 
a highly monopolistic or oligopolistic nature at the productive level, 
he probably will find that his competitors arc in a similar position, 
so that a reduction of prices at the manufacturers" level may accom¬ 
plish little, since any reduction may bring forth a similar reduction 
bv his competitors. The producer may take no action whatever and 
tacitly give a nod to those retailers who adhere to the resale price to 
make reductions themselves and thus shift the initiative of a price 
cut from his own competitive level to tl*e retail level 

But this may not work out to his long-run advantage. If the result 
is a general price reduction at the retail level there will probably 
arise some pressure from retailers to re-establish the margin of profit 
u f hich existed under the resale price and then the problem of price 
reduction is forced back to the level of the manufacturer. If he fails 
to do this, he mav find that the retailers will tend to push the sale 
of competing products on which there is a higher margin. If the pro¬ 
ducers industry is one in which there is a price leader and the par* 
titular producer under pressure is not the leader, he finds his posi¬ 
tion more perilous. In such a situation it may behoove him to attempt 
to shift emphasis from price competition to some other characteristic 
of competition, a move which may prove rather expensive. 

Resale price maintenance is not a panacea for cutthroat com¬ 
petition at the retail level for any particular manufacturer. While 
it has both advantages and disadvantages, the businessman would 
do well to proceed with caution in taking advantage of the legal 
provisions for the regulation of price. In the case of firms serving 
a national market, there is a possibility that competition among 
retailers in their respective products may be eliminated by the or¬ 
ganization of a retail distributive group of their own. Tin's has been 
done by several of the office* machine manufacturers and some of 
tlie gasoline refining companies. There are also some mixed organi¬ 
zations, that is, the use of factory branches in areas large enough 
to support such an outlet and the use of independent outlets in 
market areas too small or scattered to warrant the establishment of 

a factors branch. If on a sufficient scale, the factory branches mav 

* • * 

be able to police price competition among the independent outlets 
through price leadership. Such organizations, however, require con¬ 
siderable capital investment and a complex system of management 
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ami control Independent outlets assist the producer in earning 
inventory, while a wholly-owned distributive organization places 
this burden upon the producer. 

Public Regulation of Competition 

The integration of production and distribution introduces another 
problem of competition which is affected by public policy. This is 
the control of monopoly. No discussion of the Sherman Act and its 
amendments will be undertaken here, other than to point out that 
the interpretations of the law are not clear. Whether or not a par¬ 
ticular move bv a firm tends toward monopoly in the legal sense is a 
matter for the firm to take up with legal counsel Within the limits 
of the law the economics of the firm will be adjusted accordingly. 
Acts which are forbidden may raise the costs of the firm and thus 
reflect higher prices, while permissible acts may have the opposite 
effects. 

When a firm is in the process of grow th, many opportunities lor 
economies arise. A firm which originally engaged in the productive 
stage alone may discover some method of increasing its output con¬ 
siderably. Before* the production is actually undertaken, some means 
of marketing the increased output must be found. Possibly an adver¬ 
tising campaign, coupled with education of dealers and retailers, will 
accomplish the job. In another situation it may be feasible to set up 
an organization in the form of a division or subsidiary to take over 
the entire marketing process. This may be done in several wavs. 

The firm may set out to organize its marketing division from 
scratch. Such a step is expensive and requires a long period of time. 
A much more rapid and frequently less expensive method is to ac¬ 
quire an organization in the* field w hich is a going concern. This may 
Ik* done by merger, purchase, or contract. Such a step usually re¬ 
quires some reorganization, however, since the newly acquired firm 
Has not necessarily been so set up as to be able immediately to spe¬ 
cialize in the distribution of the products of one particular manufac¬ 
turer. In any event, there arises the question as to whether or not 
such a step suppresses comj>etition so that the law is violated. Under 
our system of law- the consolidation is usually an accomplished fact 
before legal action begins, so that a dissolution is a costly process. 

The motive for expansion may operate in another direction. A 
given firm may find that it could sell more of its product if it were 
able to produce it. It could expand by building additional plant and 
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equipment but that also requires time. The acquisition of a supplier 
or a competitor is more rapid and again may lx* less expensive. But 
here, again, the businessman is confronted with the law. In this same 
instance the acquisition of a competitor may bring about lower unit 
cost and hence permit a better competitive jxrsition when the no* 
quisition is completed. If such economies were the motive hut the 
consolidation were forbidden In law. the firm would not then lx* 
able to lower costs in that manner. In such a case tlu* (inn, if it 
insists upon expanding, will lx* forced to seek some other method 
of doing so, such as building new plant and equipment. 

There is also the motive mentioned earlier, that of acquiring a 
supplier in order to reduce the price pan! lor raw or semi processed 
materials. A firm may be purchasing such materials from another 
firm. If this item is a substantial element of cost and the firm is 
not able to obtain it at a lower price elsewhere, it rnav enhance 
its profits In acquiring the firm which supplies this material. The 
firm would then he able to supply itself at cost and not pay the 
margin of profit it formerly paid to the independent supplier. If, 
however, the acquired firm was also supplying competitors of the 
firm making the purchase, the nevvlv consolidated firm would find 
itself both supplying its competitors and competing with them in 
the market for the finished product. This would give the integrated 
firm a competitive advantage over the nonintegrated firm in tin* 
field, especially if tlu* acquired firm enjovod a substantial degree of 
monopolistic competition Indore being taken over by its former 
customer. Occasionally the law steps in and sets up requirements 
governing the price policy of the integrated firm in order to pro¬ 
tect competitors from price discrimination. This might affect the 
economies which the integrated firm hojxxl to achieve. It also would 
place this firm on guard against allegations of predatory pricing 
practices. The firm then would have less freedom in its pricing poli¬ 
cies than before. 

On the assumption that integration occurs because of the* econo¬ 
mies of large-scale production and distribution, any legal interfer¬ 
ence affects the costs and prices of tlu* firms involved so that such 
economics cannot always bo achieved. These interferences will 
affect the behavior of the firm accordingly and force it to maximize 
its profits within the limitations set forth Depending upon the pro¬ 
visions and interpretations of the law*, it is sometimes possible to 
achieve the goals of integration by other means which are within the 
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realm of legality. Where the businessman can present his case to the 
legislators with sufficient evidence to convince them of the econo¬ 
mies involved, he may be able to bring about a change in the legal 
and political climate in which he operates his business. 

LABOR RELATIONS 

Every business firm uses labor of some sort. In many cases the 
labor may consist solely of self employment, but in a large number 
of firms labor is hired by oral or written contract. Legal restraint 
has governed the establishment of these contracts since the begin¬ 
nings of common law. More recently labor law has been broadened 
to more than merely protect the contractual rights of the individual 
worker. With the organization of lal>or unions and the recognition 
of collective bargaining, legislation has been approved which sets 
up a structure in which collective bargaining is to be carried on. As 
a result, numerous laws and regulations have been passed and issued 
which affect the? actions of the firm. Almost all these requirements 
have some economic effect upon the firm and affect its policies in 
many fields. 

The right of labor to organize and bargain collectively means that 
groups of workers may join together and refuse to work under con¬ 
ditions not satisfactory to them. To the extent that the workers are 
able to keep others from taking their jobs while they refuse to work, 
they are able to monopolize the supply of labor for the firm by w hom 
they are employed. If the employer accedes to their demands and 
pays a higher wage or agrees to a redo ml numlier of hours for the 
same pay, his labor costs rise. If everything else remains unchanged, 
there will be a reduction in profits. Usually, the businessman seeks 
some adjustment so as to recover some of these lost profits, if at all 
possible. Perhaps the most frequent short-run adjustment is an in¬ 
crease in the price of the product, but this is not profitable unless 
the elasticity of demand or a shifting of the curve upward and to 
the right permits. The latter is probably more of a long-run phe¬ 
nomenon than the former. Other possible long-run effects are the 
substitution of machinery or the purchase of more semifinished ma¬ 
terials from suppliers whose cost structure permits them to supply 
it cheaper tlian the firm itself can semiprocess raw material. 

The substitution of machinery' for labor may raise some additional 
problems. Increased use of automatic equipment may be possible 
only with an increased level of output. This introduces the problem 
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of distribution, which mas force the firm to seek a wider market 
and thus considerably change the organization of the firm. Such a 
sequence of events will not necessarily follow if the firm is merely 
prodded into increased use of machinery because of the increase 
in wages where the machinery would have been more profitable 
than labor before the wage increase. The union demand or the de¬ 
cision of a fact-finding or arbitration board, in this case, tends to 
destroy the inertia of a management which failed to maximize profits 
under former conditions. 

Minimum Wage Loirs 

The effect of legislation establishing minimum wages and maxi¬ 
mum hours is similar to an effective demand of a lalmr union. Legal 
action, however, is usually applied unilaterally, whereas union action 
is not, except in the case of industry-wide bargaining. When a 
minimum wage, in excess of the current wage, is established, the 
effect upon the individual firm is the same as that of an excise tax 
applied to physical units, as illustrated in Exhibit 1 { p. 534). The ef¬ 
fect is to increase unit cost and thus reduce output and the riumlwr 
of workers' employed under the assumptions of the case. With re¬ 
duced output, the price jn*r unit of product may !>e increased, de¬ 
pending upon the elasticity of the demand curve, to cover the higher 
w-ages. As in the case of excise taxation, there may lw little that the 
firm can do other than to absorb part or all of the increased wage 
cost if the demand curve is highly elastic. To lower costs further in¬ 
troduces the question of whether larger-scale operations would re¬ 
sult in a lowering of the entire cost curve and tints a reduction of unit 
cost under the minimum w*age. Allied with such a decision are prob¬ 
lems of marketing, finance, and management. 

Industry-Wide Bargaining 

Industry-wide bargaining affects the labor costs of the firm similar 
to minimum-wage legislation, Many labor unions are exerting politi¬ 
cal pressure to permit and legalize industry-wide bargaining. At 
present* only the coal industry formally practices industry-wide bar¬ 
gaining, but for practical purposes it exists in other industries. Where 
there is a dominant firm in the field whose agreements with labor 
unions are awaited by other firms in the industry together with their 
respective locals of the unions involved, a “pattern" of labor settle¬ 
ments is reached so that the results approach those of industry-wide 
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bargaining. Where other unions follow the lead of the dominant 
firm* the wage scale becomes something of a datum to the smaller 
firms, Their costs are affected accordingly, and adjustments usually 
come in other phases of economic activity than in the matter of 
wages and hours alone. Where* government supports or fails to for¬ 
bid industry-wide bargaining, the businessman finds pressure upon 
him to adjust to such conditions. 

Public Settlement of Labor Disputes 

Public settlement of labor disputes has increased in recent years. 
This has had considerable impact upon the labor costs of firms in¬ 
volved in labor disputes. It tends to permit "jockeying for advan¬ 
tage” bv both unions mid management as to whether or not the 
dispute should l>e submitted to fact-finding and public settlement. 
If management lielirves that the union demands are excessive and 
that facts support their position, which calls for a less eosllv agree¬ 
ment, management may procrastinate in reaching a settlement and 
tend to force the dispute into the jurisdiction of an (ul hoc fact-find¬ 
ing hoard in the hope that tin* decision will be in its favor. If such a 
result is achieved, then the economic impact upon the firm will be 
less, If, on the other hand, the union is of the opinion that the board 
will support its position rather than that of management, it may also 
wish to channel the dispute to governmental and legal maehiner\. 
Management, in this case, may find it to its advantage to settle the 
dispute on less stringent terms if the union is agreeable. In short, the 
less costly method is tin* course to pursue. 

It is under these conditions that the businessman must make an 
estimate of the political climate. If the government tends to lean 
more toward support of unions than of management, serious effort 
should be made to avoid the transfer of the dispute lieyond the 
jurisdiction of the parties involved. W hatever the result, the eco¬ 
nomic organization of the firm will l>e affected, and. to the extent 
that knowledge and ingenuity permit, the businessman is faced w ith 
adjustments of various kinds in an effort to maximize his profit to 
the point of retaining his capital in that business in the long run or 
prepare to withdraw* from activity in that particular field. 

SUGGESTED READINGS 

Literature in this particular field is practically nonexistent. What little 
there is has been in the form of cast' studies of particular firms and has not 
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vet been formally treated as a g**neral subject, "Dio few readings suggested 
below art? more in the nature of allied fields than further reading in the 
field of “public policy" and the firm/’ 

Bowman, M. J.. and Bach, C. L. Economic Analysis arui Public Policy , 
chap, xxxiii. 2d ed. New York: Premier-Hall, Inc.. 1&I9. Elementary 
treatment of problems of regulation of com petit ion, such as price dis¬ 
crimination. patent laws, utility regulation, etc. 

Butters, J. K„ and Lintnfh. J. Effect of Federal Taxes on (ironing 
Enterprises: A Case Study. Boston. Mass.: Graduate School of Busi¬ 
ness Administration, Harvard University, 1915. A study of the experi¬ 
ences of two firms during a period of expansion, with emphasis of the 
effect of tax laws upon decisions of the firm as to methids of financing, 
excess profits, am! retained earnings. 

Griffin*, C. K. Enterprise in a Free Society. Chicago: Bichard 1). Irwin. 
Inc., 1949 Chapter xiii deals with the effect of government activity 
upon business risks and incentives. Chapter \vi treats the problems of 
tax burdens bv the firm and the effect of taxation upon incentives. 
Mc\n. \ A. Got vrtwient and business. New York: Harper & Bros., 
1950. Chapters x\i, xv ii. and wiii are concerned with the regulation of 
competition, with particular reference to the Clayton Act and Robin¬ 
son-Patman acts. Chapter \\ii treats some of the problems of pricing 
under the: state resale pric e maintenance ac ts. 

(W VII1-1: XATIOSAL CARBIDE COFiPOHATlOX v. 

COMMISSIOXER Ol 1 XT Eli SAL HEX EWE. \m US. 422 
Air Reduction Sales Company. Pun Carbonic*. Inc., National 
Carbide Corporation, and Wilson Welder and Metals Company are 
whollv-owned subsidiaries of Air Reduction Corporation. For the 
year i938 these subsidiaries reported income only as stated in their 
contracts with the parent-company. The balance of the income of 
these subsidiaries was transferred to the parent-company, which 
reported it as income for the purpose of income taxes and declared 
excess profits taxes for 1958. The Commissioner of Interna! Revenue 
assessed each of the subsidiaries for deficiencies in income tax and 
declared value excess profits tax for that year. The Tax Court ruled 
in favor of the subsidiaries. The Court of Appeals reversed. Appeal 
was made by the subsidiaries to the United States Supreme Court, 
Mr. Vinson, C.J.: Petitioners are three wholly owned subsidiaries 
of Air Reduction Corporation (Airco). They seek a detennination 
of the question whether deficiencies in income and declared value 
excess profits taxes for the year 1938 found by the Commissioner of 
Interna] Revenue are properly chargeable to them. Their contention 
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is that they are corporate agents of Airco, that the income from their 
operations is income of Airco, and that income and excess profits 
taxes must be determined on that basis. 

By a series of combinations and dissolutions of previously ac¬ 
quired subsidiary companies, Airco had, prior to 1938* reduced the 
number of its subsidiaries to fom. All operated strictly in accordance 
with contracts with Airco. The subsidiaries were utilized by Airco 
as operating companies in the four major fields of operation in which 
it was engaged. Air Reduction Sales Company carried on the manu¬ 
facture and sale of tin* gaseous constituents of air; National Carbide 
Corporation, the manufacture and sale of calcium carbide*; Pure 
Carbonic, Inc., the manufacture and sale of carbon dioxide; and 
Wilson Welder and Metals Company, the manufacture and sale of 
welding machines and supplies. 1 

The contracts U*tween Airco and its subsidiaries provided, in 
substance, that the latter were employed its agents to manage and 
operate plants designed for the production of the products assigned 
to each, and as agents to sell the outputs of the plants. Airco was to 
furnish working capital, executive management and office facilities 
for its subsidiaries. They in turn agreed to pay Airco all profits in 
excess of six per cent on their outstanding capital stock, which in 
each case was nominal in amount * Title to the assets utilized bv the 
subsidiaries was held by them, and amounts advanced by Airco 
for the pure!rase of assets and working capital were shown on the 
books of the subsidiaries as accounts payable; to Airco. 'Hie value of 
the assets of each company thus approximated the amount owed 
to Airco. No interest ran on these accounts. 

Airco and its subsidiaries were organized horizontally into six 
overriding divisions: corporate, operations, sales, financial, distribu¬ 
tion, and research. Officers heading each division were, in turn, 
officers of the subsidiaries. Top officials of Airco held similar posi¬ 
tions in the subsidiary companies. Directors of the subsidiaries met 
onlv to ratify the action of the directors and officers of Airco. 

Airco considered the profits turned over to it by the subsidiaries 
pursuant to the contracts as its own income and reported it as such. 
Petitioners reported as income only the six per cent return on capital 

1 Wilson Welder had a n«*t deficit during the year here imobed and is not a 
petitioner in this action. 

Sales Had outstanding 125 shares of stock of $100 par value; Carbides out¬ 
standing capita] stock was 50 shares of $100 par value. Carbonic also had 50 shares 
of $100 par v aloe. 
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that each was entitled to retain. Similarly, in declaring the value of 
their capital stock for declared value excess profits tax purposes, the 
subsidiaries reported only the nominal amounts at which the stock 
was carried on the books of each* The Commissioner notified peti¬ 
tioners of substantial income and excess profits tax deficiencies in 
their 1938 returns, having taken the position that they are taxable 
on the inconie turned over to Airco as well as the nominal amounts 
retained. The Tax Court held, however, that the income from pe¬ 
titioners* operations in excess of six per cent of their capital stock 
was income and property of Airco. 

According to the Tax Court s opinion. ‘The issue which (was de¬ 
cided) in this proceeding is whether, as the respondent has de¬ 
termined, the inconie from the operations of the three petitioners lie* 
longed not to Airco, the parent, hut to the petitioners, and was 
taxable to them, or whether, as the three petitioners contend, the 
income from the operations of the petitioners in 1938, exclusive of 
the small amounts paid to petitioners under the contracts, belonged 
and was taxable to Airco, the parent company, lioth because the 
petitioners were in fact incorporated departments, divisions, or 
branches of Aireo’s business and because the petitioners operated 
pursuant to express contract with Airco/* 

So far as control is concerned, we can see no difference in prin¬ 
ciple between Airco s control ol petitioners and that exercised over 
Moline Properties , Inc., bv its sole stockholder. Undoubtedly the 
great majority of corporations owned by sole stockholders are “dum¬ 
mies 0 in the sense that their policies and day-bv-day activities are 
determined not as decisions of the corporation but by their owners 
acting individually. We can see no significance, therefore, in findings 
of fact such as, 'The Airco Ixiard held regular meetings and exer¬ 
cised complete domination and control over the business of Airco 
and each of the petitioners, ' and 'The chairman, vice chairman, 
and president of Airco were in charge of the administration and 
management of the activities of each petitioner and carried out the 
policies and directives with respect to each petitioner as promul¬ 
gated by the Airco board/' We reversed the Board of Tax Appeals In 
Moline Properties in the face of its finding that "Full tieneficial 
ownership was in Thompson (the sole stockholder), who continued 
to manage and regard the property as his own individually. 

Some stress was placed by the Tax Court, and by petitioners in 
argument here, upon the form of ownership of assets adopted by 
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Airco and its subsidiaries, Petitioners* capital stock was, as has been 
stated, nominal in amount. Assets of considerable value, to which 
title was held by the subsidiaries, were balanced by accounts pay¬ 
able to Airco on the books of each. The Tax Court thought it ma¬ 
terial that "All assets held bv each petitioner were furnished to it 
by Airco, which paid for them with its own cash or stock. Airco sup¬ 
plied all the working capital of each petitioner/’ 

If Airco had supplied assets to its subsidiaries in return for stock 
valued at amounts equal to the value of the assets, no question could 
lie raised as to the reality of ownership of the assets by the subsi¬ 
diaries, Airco would then have been in a jmsition comparable, so 
far as ownership of the assets of petitioners is concerned, to that of 
the sole stockholder in A/o/inr Properties. We think that it can make 
no difference that financing of the subsidiaries was carried out by 
means of Iwwik indebtedness in lieu t»f increased ltook value o! the 
subsidiaries’ stock. A corporation must dcri\c its funds from three 
sources: capital contributions, loans, and profits from ojierations. 
The fact that Airco. the sole Stockholder, preferred to supply funds 
to its subsidiaries primarily b> the second method, rather than either 
of the other two, does not make the income earned by their utiliza¬ 
tion income to Airco. Wc need not decide whether the funds sup¬ 
plied to petitioners by Airco were capital contributions rather than 
loans. It is sufficient to say that tin* very factors which, as petitioners 
contend, show that Airco "supplied" and "furnished" their assets 
also indicate that petitioners were the recipients of capital contribu¬ 
tions rather than loans/ 

■'* Am a pr«< tical matter. .» i tiosiderahh- pail ot the asvets of petitioner* was 
supplied mil of profits trout thru operation* Ko ii Oiotu*f> asset'. iht«‘ pure fused 
dinnt.lv out of I lie ewimuU'i ot a sumttiiriiy. bowenx. the amount w ithdt.iwn was 
internl in the account* (unable In the subddi.irv and m the jlih mints rn-nvulili 1 of 
Ain*-), iiwr ftulwtantialh all profit'. «>f the subsidiaries wrir, bv contract, {Kivablc 
only to the parent. 

‘Sunc prlltumers weir rrijttmd to jms .ill profit* rxiept u>n small amounts to 
Aiuo each year, a wa* oh\»«md\ tm them to pay the inomiils payable 

to Airco. . . Mr, 0 F. Adam*. Chairman ot Air Reduction Corporation. testified 
that the avo-t* of thr Milrudiarte* represented h\ the lU'Oumls pavable could be 
r«%dt/«d bv Air*,*r> ontv iijwm dissolution <?f tbr Milisuiurim. In other word*. therr was 
never am expectation that the .mounts would lie paid jwior to dissolution. Since w> 
interest ran on these a«. count*. tin **Wi»’* -were identical, except in name, with cofttri- 
tmUnn* of capital. . , . The fait that no interest ran on tl*e»r "Ioann” is, of course, 
further indication tfat they arc capital contributions. 

Title to £as cylinders used In itHilionm, amounting m value to aUmt 
was retained bv Airct>. hut the ry tinders were tired bv the stdwidtaries without charge 
Wlwther these. too. were capital i ontnhutions we find it immvesvarv to decide m 
this ease Free m# of die ivlmdcr* by petitioners, if tbev were merely <>« loan, mav 
have distorted the subsidiaries' income levund the alhxalmn.v made b\ tlwr Om- 
mmiunrr, but that problem is not lie fore m. 
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Nor do the contracts between Airco and petitioners by which the 
latter agreed to pay all profits abov e a nominal return to the former, 
on that account, Income "agency" contracts within the meaning of 
our decisions. The Tax Court felt that the fact that Airco was entitled 
to the profits by contract shows that the income "belong**! to Airco” 
and should not, for that reason, be taxed to petitioners. Our decisions 
requiring that income be taxed to those who earn it, despite antici¬ 
patory agreements designed to prevent vesting of the income in the 
earners, foreclose this result, ... Of course one of the duties of a 
collection agent is to transmit the monev he receives to his principal 
according to their agreement. Rut the fact that petitioners were re¬ 
quired bv contract to turn over the money received by them to 
Airco, after deducting expenses and nominal profits, is no sure indi¬ 
cation that they were mere collection agents. Such an agreement is 
entiirlv consistent with the corporation-sole stockholder relationship 
whether or not any agency exists, and with other relationships as 
well. 

W hat we have said does not foreclose a true corporate agent or 
trustee from handling the property and income of its owner-princi¬ 
pal without being taxable therefor. Whether the corporation operates 
in the name and for the account of the principal, binds the principal 
bv its actions, transmits monev received to the principal, and whether 
receipt of income is attributable to tin* services of employees of the 
principal and to assets belonging to the principal are some of the 
relevant considerations in determining whether a true agency exists. 
If the corporation is a true agent, its relations with its principal must 
not lie dependent upon the fact that it is owned by the principal, if 
such is the case. Its business purjKise must be the carrying on of the 
normal duties of an agent. 

They claim that they should lie taxable on net income aggregating 
onlv $i.o50.(K>. despite the fact that during the tax vear ( 1M8) they 
owned assets worth nearly 20 million dollars, had net sales of ap¬ 
proximately 22 million dollars, and earned nearly four and one-half 
million dollars net. Their employees munlier in the thousands. We 
have passed the questions whether Airco* interest in these assets 
is that of ow ner of the subsidiaries or lender, but whatever the an¬ 
swer, they do not lielong to Airco as principal. The entire earnings 
of petitioners, except for trifling amounts, are turned over to Airco 
not because the latter could command this income if petitioners were 
owned by third persons but Iiecause it owns and thus completely 
dominates the subsidiaries. Airco, for sufficient reasons of its own, 
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wished to avoid the burdens of prinripalship. 5 It cannot now escape 
the tax consequences of that choice, no matter how bona fide its 
motives or long standing its arrangements. When we referred to the 
“usual incidents of an agency relationship** in the Moline Properties 
case, we meant Just that—not the identity of ownership and control 
disclosed by the facts of this case. 

We have considered the other arguments made by petitioners and 
find them to be without merit. The judgment of the Court of Ap¬ 
peals is Affirmed. 


(Jvvsnoss 

1. Can you suggest any way in which Viren could retain its present 
corporate organization but have the income show as that of the 
parent-company? 

2. Would the income tax rate and the excess profits tax ever influence 
the distribution of profits among a parent-company and its sub¬ 
sidiaries? 

3* What comment would you make as to the capital structure of the sub¬ 
sidiaries in this case for the purpose of the declared value excess 
profits tax? Would this arrangement affect the total tax liability for the 
consul ida t cd com pan ies ? 

4, From the facts of the case does it appear that Airco sacrificed profits, 
as regards the tax liability of showing all profits in the parent-company, 
for the purpose of attempting to establish an agency relationship. Does 
this mean the company failed to maximize profits under existing legal 
framework? 

* The two rtiHin purpose* for the adoption V»v Airco of the cnqwinite subsidiary 
method of operation, as related by Mr. F. E. Adams, Chairman of Air Heduction 
Corpurattun, w*ere thrsc "Krunkly, in 1018 and still, Air Reduction. Inc., was ami is a 
New Vork corporation. Even at that early elute it became evident, as 1 already said, 
we were going to have plants scattered all user the United States We didn't want 
to domicile the parent company in 48 states of the to ion and have us subject to 
service tti all tliose states, and that was distinctly a reason for vising this corporate 
setup in connection with operations to la- run an divisions, just a* the contract set 
forth. 

"Now, in addition to that, as a oravtiiiil matter, out in the field and on the firing 
line, to have a representative, an officer, we will say, of Pure Carbonic, when trouble 
arises with a customer, a vwe president of Pure CarlxMiic, who is not an officer of 
Air Reduction, Inc., at all. who goes in and straightens that out with that customer, 
increases his trudos, helps him with all his negotiating efforts, with their competitors 
on the outside.” 

It is thus apparent that Airco was attempting to avoid the status of principal 
eic-a-ei* its subsidiaries. As principal it would nave l>eeu subject to service of process 

through its agents, as owner of the subsidiary it was not.Tlve purpose of having 

officers of subsidiaries wlm could deal directly with customers does not indicate an 
agency relationship. On the contrary, the very purpose of tlie organization adopted 
was to lead customers to believe that they were dealing with top tnen in the company 
actually manufacturing and selling the products they' purchased. 
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5. How would a change in the tax brackets for a graduated corporate 
income tax affect the relationships between a partmt*company and 
its subsidiaries? 

Cane VU1-2: STANDARD OIL COMPANY OF CALIFORNIA ef at. v, 
UNITED STATES 337 U S. 293 

Under contracts entered into by an oil company with independent 
dealers in petroleum products and automobile accessories, the dealer 
agreed to purchase exclusively from the company all of his require¬ 
ments of one or more of the products marketed bv the company. In 
1947 the contracts affected a gross business of $58,000,(MX), compris¬ 
ing 6.7 per cent of the total in a seven-state area in which the com¬ 
pany sold its products. Held: The contracts were violative of Section 
3 of the Clayton Act, and the company was properly enjoined from 
enforcing or entering into them. 

Mn. Jt sTicK Fiiankfitkter: This is an appeal to review a decree 
enjoining the Standard Oil Company of California and its wholly- 
owned subsidiary, Standard Stations, Inc.,* from enforcing or en¬ 
tering into exclusive supply contracts with any independent dealer 
in petroleum products and automobile accessories. 

The Standard Oil Company of California, a Delaware corporation, 
owns petroleum-producing resources and refining plants in Cali¬ 
fornia and sells petroleum products in what has been termed in these 
proceedings the “Western area”—Arizona, California, Id alio, Ne¬ 
vada, Oregon, Utah and Washington. It sells through its own serv¬ 
ice stations, and to industrial users. It is the largest seller of gasoline 
in the area. In 1946 its combined sales amounted to 23 per cent of 
the total taxable gallonage sold there in that year: sales by company- 
owned service stations constituted 6.8 per cent of the total, sales 
under exclusive dealing contracts with independent service stations, 
6.7 per cent of the total; the remainder were sales to industrial users. 
Retail service-station sales by Standards six leading competitors 
absorbed 42.5 per cent of the total taxable gallonage; the remaining 
retail sales were divided between more than seventy small coin* 
panics. It is undisputed that Standard’s major competitors employ 
similar exclusive dealing arrangements. In 1948 only 1.6 per cent of 
retail outlets were known as "split-pump” stations, that is, sold the 
gasoline of more than one supplier. 

1 Standard Stations, Inc,, has no independent status in ft}*** pnxxxdingi; since 
1944 its activities have be*n confined to managing service station* owned by the 
Standard Oil Company of California. 
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Exclusive supply contracts with Standard had been entered into, 
as of March 12, 1947, by the operators of 5,937 independent stations, 
or 16 per cent of the retail gasoline outlets in the Western area, 
which purchased from Standard in 1947. $57,640,233 worth of gaso¬ 
line and $8,200,089.21 worth of other products. Some outlets are 
covered by more than one contract so that in all about 8,000 ex¬ 
clusive supply contracts art* here in issue. These are of sev eral types 
but a feature* common to each is the dealer’s undertaking to purchase 
from Standard all his requirements of one or more products, Two 
types, covering 2,777 outlets, bind the dealer to purchase of Stand- 
arc! all of his requirements of gasoline and other petroleum products 
as well ns tires, tuU*s, and batteries. The remaining written agree¬ 
ments, 4,308 iri number, bind the dealer to purchase of Standard all 
his requirements of petroleum products oulv. It was also found that 
independent dealers had (Mitered 742 oral contracts by which thev 
agreed to sell only Standard s gasoline. In some instances dealers 
who contracted to purchase from Standard all their requirements 
of tires, tubes, and batteries, had also mails agreed to purchase of 
Standard their requirements of other automobile accessories. Of the 
written agreements, 2,7t2 were lor varying specified terms; the rest 
were effective from year to year but terminable “at the end of any 
such year, by giving to the other at least 30 days prior thereto writ¬ 
ten notice. , . Before 1934 Standard s sales of petroleum produets 
through independent service stations were made pursuant to agency 
agreements, but in that year Standard adopted the first of its several 
requirements-purchase contract forms, and by 1938 requirements 
contracts had wholly superseded the agency method of distribu¬ 
tion. 

Between 1936 and 1946 Standard s sales of gasoline through inde¬ 
pendent dealers remained at a practically constant proportion of the 
area s total sales; its sales of lubricating oil declined slightly during 
that period from 6.2 per cent to 5 per cent of the total. Its propor¬ 
tionate sales of tires and batteries for 1946 were slightly higher than 
they were in 1936. though somewhat lower than for some interven¬ 
ing years; they have never, as to either of these products, exceeded 
2 per cent of the total sales in the Western area. 

Since Section 3 of the Clayton Act was directed to prohibiting 
specific practices even though not covered by the broad terms of 
the Sherman Act, it is appropriate to consider first whether the en- 
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joined contracts fall within the prohibition of the narrower Act. The 
relevant provisions of Section 3 are: 

“It shall be unlawful for any person engaged in commerce, in the 
course of such commerce, to lease or make a side or contract for vale of 
goods, wares, merchandise, machinery, supping, or other commodity 
whether patented or unpatented. for use. consumption, or resale within 
the United States , . . on the condition, agreement, or understanding 
that the lessee or purchaser thereof shall not use or deal in the goods 
... of a competitor or competitors of the . . . seller, where the effect 
of such lease, sale, or contract for sale or such condition, agreement, or 
understanding may be to substantially lessen competition or tend to 
create a monopoly in any line of commerce.* 

Ohviouslv the contracts here at issue would U* proscri!>ed if 
Section 3 stopped short of the qualifying clause beginning, “where 
the effect of such lease, sale, or contract for sale. . . .** If effect is 
to be given that clause, however, it is bv no means obvious, in view 
of Standard s minority share of the “line of commerce” involved, 
of the fact that share has not recently increased, and of the claims 
of these contracts to economic utility, that the effect of the contracts 
may be to lessen competition or tend to create a monopoly. It is the 
qualifying c lause, therefore, which must he construed, 

The District Court . . . concluded: “Grant that, on a compara¬ 
tive basis, and in relation to the entire trade in these products in the 
area, the restraint is not integral. Admit also that control of distribu¬ 
tion results in lessening of costs and that its abandonment might 
increase costs. . . . Concede further, that the arrangement was en¬ 
tered into in good faith, with the honest be lief that control of distri¬ 
bution and consequent concentration of representation were eco¬ 
nomical! v beneficial to the industry and to the public, that they have 
continued for over fifteen years openly, notoriously and unmolested 
by the Government, and have l>een practiced by other major oil 
companies competing with Standard, that the number of Standard 
outlets so controlled may have decreased* and the quantity of prod¬ 
ucts supplied to them may have declined, on a comparative basis. 
Nevertheless, as I read the latest caws of the Supreme Court, I urn 
compelled to find the practices here involved to be violative of both 
statutes. For they affect injuriously a sizeable part of interstate 
commerce, or,—to use tire current phrase,— an appreciable seg¬ 
ment* of interstate commerce.** 
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The issue before us, therefore, is whether the requirement of 
showing that the effect of the agreements “may be to substantially 
lessen competition” may l>e met simply by proof that a substantial 
portion of commerce is affected or whether it must also be demon¬ 
strated that competitive activity has actually diminished or prob¬ 
ably will diminish. 

We are dealing here with a particular form of agreement specified 
by Section 3 and not with different arrangements, by way of integra¬ 
tion or otherwise, that may tend to lessen competition. To interpret 
that section as requiring proof that competition has actually dimin¬ 
ished would make its very explicitness a means of conferring im¬ 
munity upon the practices which it singles out. Congress has au¬ 
thoritatively determined that those prac tices are detrimental where 
their effect may be to lessen competition. It has not left at large for 
determination in each case the ultimate demands of the “public 
interest,. . Though it may be that such an alternative to the 
present system as buying out independent dealers and making them 
dependent employees of Standard Stations, Inc,, would l>o a greater 
detriment to the public interest than perpetuation of the system, 
this is an issue, like the choice lietween greater efficiency and freer 
competition, that has not been submitted to our decision. We are 
fated, not with a broadly phrased expression of general policy, but 
merely a broadly phrased qualification of an otherwise narrowly 
directed statutory provision. 

In this connection it is significant that the qualifying language was 
added only after a flat prohibition of tying clauses and requirements 
contracts had passed Ixith Houses of Congress. The conferees re¬ 
sponsible for adding that language were at pains, in answering prot¬ 
estations that the qualifying clause seriously weakened the section, 
to disclaim any intention seriously to augment the burden of proof 
to he sustained in establishing violation of it. It seems hardly likely 
that, having with one hand set up an express prohibition against 
a practice thought to Ik* beyond the reach of the Sherman Act, 
Congress meant, with the other hand, to reestablish the necessity of 
meeting the same tests of detriment to the public interest as that 
Act had Ikkui interpreted as requiring. Yet the economic investiga¬ 
tion which appellant would have us require is of the same broad 
scope as was adumbrated with reference to unreasonable restraints 
of trade in Chicago Board of Trade v. United States, 246 U.S. 231. To 
insist upon such an investigation would be to stultify the force of 
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Congress* declaration that requirements contracts are to be pro¬ 
hibited wherever their effect “may be 1 * to substantially lessen com¬ 
petition, If in fact it is economically desirable for service stations to 
confine themselves to the sale of the petroleum products of a single 
supplier, they will continue to do so though not bound by contract, 
and if in fact it is important to retail dealers to assure the supply of 
their requirements by obtaining the commitment of a single supplier 
to fulfill them, competition for their patronage should enable them 
to insist upon such an arrangement without binding them to refrain 
from looking elsewhere. 

We conclude, therefore, that the qualifying clause of Section 3 
is satisfic'd by proof that competition has been foreclosed in a sub¬ 
stantial share of the line of commerce affected. It cannot be gainsaid 
that observance by a dealer of his requirements contract with Stand¬ 
ard does effectively foreclose whatever opportunity there might lx? 
for competing suppliers to attract his patronage, and it is clear that 
the affected proportion of retail sales of petroleum products is Sub¬ 
stantial In view of the widespread adoption of such contracts by 
Standards eomjHlitors and the availability of alternative ways of 
obtaining an assured market, evidence that competitive activity has 
not actually declined is inconclusive. Standard's use* of the contracts 
creates just such a potential clog on competition as it was the pur¬ 
pose of Section 3 to remove wherever, were it to become actual, 
it would impede a substantial amount of competitive activity. . . . 
The judgment below is .Affirmed. 

Questions 

1. What alternative method of distribution of Standards products would 
you recommend in view of this decision? 

2. Is there any difference in the nature of the costs involved in an agency 
method of distribution as compared with the independent dealer? 

3. Is there any difference in the nature of the costs involved in the 
requirements contracts for independent dealers as compared to that 
of company-owned stations? 

4* Is there any possible relationship between the use of requirements 
contracts and total unit cost of production? Could the decision in this 
case have any possible effect upon the price of petroleum products? 
5. Assuming that the Standard Oil Company of California was maxi¬ 
mizing profits under the requirements contract arrangement, will an 
alternative method of distribution probably cost more or less than the 
present arrangement? lu both the long and the short run? 
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6. If a decision is made to market through company-owned service sta¬ 
tions, what kind of corporate organization would you recommend? 

Whv? 

✓ 


Case VW-3: STANDARD OIL COMPANY v. 

FEDERAL TRADE COMMISSION, 173 F 2d 210 

Minton, Cute wit Judge: The petitioner seeks to review a cease 
and desist order issued by the respondent ordering it to cease and 
desist from discriminating in the price of gasoline of the same grade 
and quality among its customers in violation of Section 2(a) of the 
Clayton Act, as amended by the KoMnson-Patmun Price Discrimina¬ 
tion Act, 15 U.S.G.A. Section 13. The C ommission asks the enforce¬ 
ment of its order. 

The petitioner contends that the order should not be enforced 
localise . . . the Commission treated as immaterial the petitioner's 
conclusive showing that the discrimination made in price was in 
good faith to meet an equally low' price of a competitor, which 
showing the petitioner asserts is a complete defense . . . the peti¬ 
tioner contends that: 

“Paragraph 6 of the Modified Order directs Standard at its peril 
to prevent joblnnrs to whom it sells gasoline and who are in compe¬ 
tition witli Standard in the resale thereof from reselling to their 
retail dealers at prices less than Standard’s price to its own retail 
dealers; requires Standard to police, maintain and regulate such 
competitor's prices on gasoline, title to which passed to the jobliers 
on delivery by Standard; and subjects Standard retroactively to 
punishment for contempt should a jobber-competitor fail to main¬ 
tain such resale prices/' 

Substantial evidence in this record shows the following facts as 
found by the Commission. The petitioner's principal office and place 
of business is located in Chicago, Illinois. It is engaged in the busi¬ 
ness of refilling and distributing gasoline and other petroleum prod¬ 
ucts throughout fourteen states, principally in the Middle West The 
petitioner has a refinery at Whiting, Indiana, to which it supplies 
crude oil from fields located in other states. One of the divisions in 
which it distributes its products is known as the Detroit Field, which 
embraces some thirteen counties in southern Michigan, including 
the citv of Detroit. The Detroit Area, as distinguished from the 
Detroit Field, is confined to the city of Detroit and its suburbs. The 
petitioner has no refinery in Michigan, and almost all the gasoline it 
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sells and distributes in the Detroit Field is transported by tankers 
from its refinery at Whiting through the Great Lakes to the peti¬ 
tioners marine terminal at River Rouge, outside the t?ity of Detroit, 
This terminal has a storage tank capacity of sixty-three* million 
gallons. During the summer months, deliveries are made from 
Whiting weekly and sometimes twice weekly. In the fall, sufficient 
gasoline is delivered and stored to take care of the estimated require¬ 
ments during the winter months when navigation on the Great Lakes 
is closed. The amount of gasoline used in Detroit is fairlv constant 
and can he accurately estimated. During the years from 1936 
through 1940, the years here in question, the petitioner supplied 
16 to 17 per cent of all the gasoline in the Detroit Area. In addition 
to the River Rouge tanks, the petitioner operated six hulk plants in 
the Detroit Area. Practically all of the gasoline sold in tin* Detroit 
Area passed through the River Rouge terminal, except that in some 
instances gas was delivered directly from Whiting bv truck and also 
by the same means to commercial users. Deliveries were made from 
the River Rouge terminal by tank cars and tank trucks up to Feb¬ 
ruary 1, 1940, and thereafter by trucks alone. The delivery trucks 
were owned and operated or leased and operated by the petitioner 
through its employees. 

The jH titioner supplied gasoline to approximately 358 retail 
service stations, approximately two hundred of which the petitioner 
owned and leased, and eight of which it leased and subleased. The 
remaining 150 were independent operators who owner or leased 
their stations from someone else. The latter had agreements to 
purchase their entire requirements of Standard Oil gasoline only 
from the petitioner. While the former had no such agreements, they 
did not buv gasoline from anyone except the petitioner. The delivery 
to the retail customers was known as “tank wagon delivery" and 
was made at a price fixed in Chicago by the jK titioner from time to 
time, known in the trader as the “posted tank-wagon price." 

In addition, the petitioner supplied gasoline to four dealers in the 
Detroit Area, Citrin-Kolb Oil Company, Stikernan Oil Company, 
Inc., Wayne Oil Company, and Ned s Auto Supply Company, here¬ 
inafter sometimes referred to as Citrin, Stikernan, Wayne, and Ned V 
These customers were also known as wholesale customers. 7*hev had 
their own storage tanks and trucks for delivery* ami met the credit 
qualifications of the petitioner. 

During the time in question Citrin, Stikernan, and Wayne sold a 
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substantia] portion of their gasoline purchased from the petitioner 
direct to the public through retail service stations owned and op* 
crated by them. Neds was engaged entirely in the retail sale of 
gasoline to the public through its own stations. To these last four 
customers, known, as we have pointed out, as the wholesale cus¬ 
tomers, the petitioner has discriminated in price by selling its gaso¬ 
line to them for resale at wholesale and through their own retail 
stations at a price substantially lower than the prices charged retail 
purchasers in the Detroit Area for gasoline of the same grade and 
quality. The petitioner s Red Crown gasoline, its largest selling 
brand and comprising about 90 per cent of its sales in the Detroit 
Area, was sold to those four wholesalers at IJi cents a gallon lower 
than the prices charged by the petitioner for the same gasoline to 
other retail dealers in the Detroit Area. 

Citrin, in addition to supplying its own stations which sold at 
retail, from January 1, 1938, to December 31, 1940, sold one million 
gallons of gasoline annually to I.anger and Cohn, who run a chain 
of service stations, at 1 cent a gallon less that the tank wagon price, 
and in addition sold another retail service operator at h cent a 
gallon less than the tank wagon price. For a time Citrin also issued 
special service cards which entitled the holder to a 2 cent a gallon 
discount on the purchase of gasoline from one of the retail service 
stations operated bv Citrin. 

There is no evidence that Wayne ever sold gasoline to retailers at 
a price lower than the posted tank-wagon price charged by the peti¬ 
tioner to its dealers or that Wayne ever allowed any discounts. The 
same is true of Stikeman. 

Ned s, however, sold at retail exclusively, and it has been its prac¬ 
tice since March 7, 1938, to sell to its customers below the pre¬ 
vailing retail service station price or to give premiums and discounts 
which result in a price IhjIow its posted price. 

A lower price at one service station than at another is an impor¬ 
tant factor in the purchasing public's mind, especially in the price 
of petitioner’s advertised brands, Any difference in price between 
two stations selling the same brand of gasoline is very important in 
influencing the business. The margin of profit between the tank 
wagon price to a service station and the retail price* is small, averag¬ 
ing since November 1,1939, about 3.3 cents a gallon in the Detroit 
Area. 

In 1937 Ned's was selling the petitioner’s Red Crown gasoline to 
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the public at approximately 2 cents a gallon below the prevailing 
retail service station price, which continued with variations until the 
latter part of 1939. In 1939 and 1940, when Neds posted price was 
the prevailing retail price, it gave premiums and discounts under 
cover. It has from time to time given commercial discounts of 1 to 
2 cents a gallon off the posted tank-wagon price. In 1939. Ned’s 
also issued trading stamps with a value of 2 cents a gallon, which 
were redeemable in merchandise or gasoline at Ned’s stores. Price 
cutting at Ned’s stores has been almost continuous, and this com¬ 
pany has lw*en responsible for starting most oi the retail price cutting 
in major brand gasolines in Detroit over a period of several wars. 
This practice of Ned’s has caused substantial damage to other retail 
sen ice station operators selling the petitioner’s Red Crowm gasoline 
and also to retail service station operators selling other brands of 
gasoline. 

The price discriminations granted to Ned s, Citrin, Wuvne, and 
Stikcman on gasoline sold l>\ them at retail haw given a substantial 
competitive advantage to these favored dealers in their retail opera¬ 
tions over other retailers of gasoline, including retail customers of 
the petitioner. This competitive advantage is capable of being used 
and has hern used bv Ned s and to some extent by Citrin to 
divert large amounts of business from other gasoline retailers, in¬ 
cluding customers of the petitioner, with resultant injury to them 
and to their ability to continue in business and successfully compete 
with Ned s and Citrin in the retailing of gasoline. The effect of these 
discriminations in price allowed by the petitioner to Ned s, Citrin, 
Wavnc. and Stikcman has Ih*cu and max l>e substantially to lessen 
competition and to injure, destroy, and prevent coiii|H*tition with 
each of these four dealers and with their res|>ectiw customers in 
the retail sale of gasoline. 

There is substantial evidence in this record, and we think it may 
Ik* assumed to be conclusive, to the effect that the petitioner made 
its low price to Ned's, Citrin. Wavnc, and Stikcman in good faith to 
meet the lower price of a competitor. The ]>etitioiicr failed to show 
that the discriminatory price which it made these four dealers was 
justified on the basis of any cost savings. 

The showing made here by the jM-titioner that it made the lower 
price in good faith to meet competition, we assume as the Commis¬ 
sion apparently did, was made out. The effect of it was to rebut the 
prima facie case made by the Commission's proof of the petitioner’s 
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discriminator)' prices. If nothing further appeared fin this record, the 
case might well have ended there, The reason for making the dis¬ 
crimination was effective to rebut the prima fade case in price dis¬ 
crimination, but it still remained a discrimination, and that discrimi¬ 
nation affected competition on the retail level among the retail 
customers of the wholesalers to whom the petitioner has sold. The 
discrimination in price in favor of the parties in this case, which 
the petitioner had a right to make as against its competitors, was 
then used by the petitioner s customers to work havoc among com¬ 
petitors on the retail level. The petitioner had given a club to its 
wholesalers which they passed on to their retailers to bludgeon their 
competitors. Tins is what the Commission is trying to stop, and it is 
towards the elimination of this evil that the erase and desist order 
is directed. 

The Commission here considered the other evidence as to the 
effect on competition of this continuing discrimination and found, 
and it was justified in finding, that the discrimination not only mav 
but did affect competition. There is substantial evidence in this rec¬ 
ord that the petitioner’s favored wholesalers were in a position to 
do and did do injury to competition. Where as here the discrimina¬ 
tion is between purchasers who are in competition, and the competi¬ 
tion which is alleged and proved to be injured is among the retail 
customers of the favored purchasers and other retailers, the fact that 
the seller's discriminators price was made to meet his own competi¬ 
tion is not controlling. The discrimination continued here and its 
effect was direct and harmful to competition and was properly con¬ 
demned by the Commissions order, notwithstanding the petitioners 
discrimination in price was made in good faith to meet competition 
of its own. 

We agree with the Commission that the showing of the petitioner 
that it made the discriminatory price in good faith to meet competi¬ 
tion is not controlling in view' of the very substantial evidence that 
its discrimination was used to affect and lessen competition at the 
retail level. 

The petitioner objects to Paragraph 6 of the cease and desist 
order. This paragraph reads as follows: 

"6. By selling such gasoline to any jobber or w holesaler at a price 
lower than the price which respondent charges its retailer-customers 
who in fact compete in the sale and distribution of such gasoline 
with the retailer-customers of such jabbers or wholesalers, where 
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such jobber or wholesaler resells such gasoline to any of its said 
retailer-customers at less than respondent's posted tank-wagon price 
or directly or indirectly grants to any such retailer-customer any 
discounts, rebates, allowances, services or facilities having the net 
effect of a reduction in price to tin* retailer/’ 

This paragraph is intended to eliminate the effects of the discrimi¬ 
natory price made to these customers. Citrin. VYavne, and Stikeman, 
who do a wholesale business. To avoid the force of this paragraph, 
the petitioner may do one of two things. First, discontinue selling 
to wholesalers at a price different than that made to retailers. The 
petitioner’s three largest competitors in Detroit have found it agree¬ 
able to do so. The petitioner argues that this is an elimination of 
wholesalers. If this l>c true, it is elimination onlv where their exist¬ 
ence cannot be justified except on tin* exploitation of a differential 
in price not justified b\ any cost sax ings to obtain that price. This 
does not impress us as either illegal, unwarranted, or unjust. 

Secondly, the petitioner may under the right to ehoo.se its cus¬ 
tomers refuse to sell to wholesalers who sell to retailers below' the 
price tin 4 petitioner make s to its own retailers. The petitioner does 
not have* to make* price control agreements with anyone. It has only 
to govern its own conduct to a\oid the impact of an unlawful dis¬ 
crimination. To govern its conduct, the order makes the petitioner 
deal with its wholesalers at its peril as to what they might do with 
the gasoline in the future*. The petitioner has no control and can have 
no control over the price of the gasoline after it is sold to the whole¬ 
salers. The latter max put any price on it they may choose. They 
max give it a wav if they like. The petitioner should not Ik* required 
to police its wholesalers and to sell to them at the petitioner s peril. 
The petitioner should be liable if its sells to a wholesaler it knows or 
ought to have known is engaging in 01 intends to engage in the com¬ 
petitive practices condemned by this proceeding. Under the order 
as drawn, the petitioner would Ik- liable if afterwards the wholesaler 
should resell at a price lower than the petitioner charged its retailers. 
If the petitioner is to be hailed into court for a violation of the Com¬ 
mission's order, the petitioner must f>e guilty of knowingly choosing 
a customer who is using or intends to use its price advantage to 
undersell the petitioner in its prices made to its retailers. 

We would modify Paragraph 6 to read as follows: 

"By selling such gasoline to any jobber or wholesaler at a price 
lower than the price which respondent charges its retailer-customers 
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who in fact compete in the sale and distribution of such gasoline 
with the retailer-customers of such jobbers or wholesalers, where 
such jobber or wholesaler, to the knowledge of the respondent or 
under such circumstances as are reasonably calculated to impute 
knowledge to the respondent, resells such gasoline or intends to re¬ 
sell the same to any of its said retailer-customers at less than re¬ 
spondent s posted tank-wagon price or directly or indirectly grants 
to any such retailer-customer anv discounts, rebates, allowances, 
services or facilities having the net effect of a reduction in price to 
the retailer," 

The order as modified will Ik* enforced, and judgment thereon will 
be entered accordingly. 


Questions 

1. Would you recommend that Standard Oil Company follow one of the 
alternatives suggested by the court? Which? Why? 

2. If the first alternative is followed and the result is a substantial decline 
in the company’s volume of business in the Detroit area, would you 
recommend u reduction in the posted tank-wagon price, and thus the 
retail price, in an effort to recover the lost portion of the market? Why? 

3. If the second alternative is followed, what probable effects will this 
have upon the sales of the company? 

4. Would you recommend that Standard Oil Company acquire the retail 
service stations of Ned's and Citrin's as a method of eliminating this 
problem of price discrimination? What would this involve in the 
nature of costs? 

5. Can you suggest any methods, other than the alternative mentioned, 
to overcome’ this problem, in view of the decision rendered? 

Case Vllt-4 ; McLOCKUS HARDWARE COMPANY 

In 1850, the* partnership of McLochlin and McLochlin w as formed 
to engage in the retail hardware business. In 1891 the company was 
reorganized into a coiqxrration known as the Mcl<ochlin Hardware 
Company, Inc., with a capital stock of $50,000. In 19-17 there were 
21,000 shares of stock outstanding, valued at $210,000. The owner¬ 
ship of these shares was divided equally among Philip McLochlin, 
Michael McLochlin, and Mrs. James Wheeler, the great-grandsons 
and great-granddaughter, respectively, of one of the founders. At 
the time of incorporation the company* erected a building on the 
main street of a grow ing city in northern Illinois, about one hundred 
miles from Chicago. About the beginning of the present century the 
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company expanded into wholesale operations. This move was pc* 
casioned chiefly by the increased demand for builders* and heavy 
hardware as the community grew in population and as a small in¬ 
dustrial center. The early wholesale customers of the company wore 
primarily building contractors, but, by 1947, the company had two 
salesmen covering about eighteen counties in northern Illinois, with 
the exception of the city of Chicago. The company's largest com¬ 
petitor for many years had been the firm of Hibbard, Spencer, and 
Bartlett, of Chicago. Outside the city of Chicago the McLochUn 
Hardware Company competed directly with Hibbard, Spencer, and 
Bartlett. The wholesale price policy of the Mcl^ochlin Hardware 
Company was to follow the prices listed by this largest of competi¬ 
tors. To some extent the prices were set for both by the manufactur¬ 
ers under the resale price-maintenance laws. The wholesale opera¬ 
tions of the McLochlin Hardw are Company in 1946 were distributed 
among buyers as follows: 55 per cent to industrial users, 38 per cent 
to retail hardware outlets, and 7 per cent to miscellaneous types of 
buyers. 

By 1928 the volume of wholesale business exceeded retail sales, 
as is shown in Exhibit 1. Both wholesale and retail operations were 
carried on in the building owned bv the corporation. This building 
w as a four-storv structure of brick, located, as stated above, on the 
main street of the city in the heart of the retail area. On the first 
floor was the sales room, where lx>th wholesale and retail transac¬ 
tions were carried out. The rear of the first floor was used for a 
shipping room. The second floor was used as additional display space, 
offices, and some storage. The third and fourth floors were used few* 
storage exclusively. The company carried a fairly complete line of 
automotive supplies, builders hardware, electrical supplies, indus¬ 
trial supplies, household equipment, paints and supplies, plumbing 
and heating supplies, and tools of various kinds. The location of the 

Exhibit 1 

SALES, BY DIVISIONS. OF THE McEOCHMN HARDWARE COMPANY 
FOH SELECTED YEARS 

T-r.-.i.-r rv-_rav ?v. /t 

Xmt ftetui I Wtolmte j Xmr j U«Ua) | VM 

1933 ( 549,911-00 if 327,040.00 ! 1038 if 241,302.00 if 801,151.00 

1928 502,482.00 832.221.00 j 1943 j 332,280 00 j 908,712.00 

1933 170,750.00 j 447,407.00 ! 1940 i 874,009.00 ! 2,819,140.00 

1937 291,389.00 l 946,544.00 i j j 
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building was alxiut three-fourths of a mile from the nearest railroad 
siding, and the truck loading platform in the rear could accommo¬ 
date only trucks of small capacity. The cost of havKlling goods, in¬ 
cluding costs of shipments to retailers and industrial users, had risen 
rather sharply since 1940. 

In 1947 the Federal Trade Commission issued a complaint against 
the company, accusing it of violation of Section 2(a) of the Clayton 
Act as amended by the Kobinson-Patman Price Discrimination Act. 
It was pointed out that under the Kobnison-Patman Act a single 
corporation could not carry on both w holesale and retail operations. 
It was charged that the company sold merchandise of the same 


Exhibit 2 
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quantity and quality to different buyers at different prices, some 
f>eing charged the wholesale* price and others the retail price*, de¬ 
pending upon the classification placed upon the purchaser h\ the 
company at the time of sale. From time to time the company had 
received complaints from customers about price differentials, but 
no effort had been made to answer them. Upon reconunemlation of 
its attorney, the company did not contest the charge and entered 
into a stipulation to discontinue the price discrimination as charged. 

As a result of this decision, the company faced several possible 
alternatives. First, the company could abandon either the wholesale 
or the retail operations and concentrate upon one of them. Second, 
it could separate the two divisions into separate corporations and 
use separate physical locations, Third, it could separate the two 
divisions into separate corporations and remain in the present facili¬ 
ties. 

There was disagreement among the owners, who were also the 
directors of the corporation, as to which course should l>e followed. 
Mr. Philip McLochlin favored the abandonment of the retail division 
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Exhibit 3 
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and the concentration on wholesale operations in the present loca¬ 
tion. He objected to tin* proposal of Mr. Michael McLoehlin that 
thev purchase or erect a building and move the wholesale operations 
to a new location, retaining the present location for retail operations. 
Mr. Philip McLoehlin claimed that the corporation could not afford 
to purchase or erect a new building but that, if retail operations 
were abandoned, there would be sufficient room in the present loca¬ 
tion to carry on wholesale operations. To this Mr. Michael Me Loch- 



572 BUSINESS ECONOMICS 

111 ) objected that the present location was not suitable for wholesale 
operations because it was located in the retail district, an area of 
expensive real estate and high taxes. Me believed that if the whole¬ 
sale division were located in a less expensive area the costs of opera¬ 
tion would be reduced. Mrs, James Wheeler, sister of the McLochlin 
brothers, stated that she saw no reason why anything need be 
changed other than the incorporation of the two divisions. 

The cost of erection of a building with 100*000 square feet of 
floor space, the area deemed necessary bv Mr. Michael McLochlin r 
was estimated at approximately 5250,(KX), including the land. There 
were available about four acres of land, one mile from the center 
of town, which contained one brick building and two frame struc¬ 
tures with a combined floor space of approximately 90,000 square 
feet. These buildings had formerly housed a machine shop which 
W'as erected during the recent war and was now owned by the 
government. This location contained two railroad sidings and a 
large truck loading platform which would accommodate the largest 
trucks. This property was available for approximately $180,000. The 
necessary repairs and alterations W'ould cost an additional $50,000. 

Exhibit 2 (p. 570) shows net earnings of the company for selected 
years. Exhibit 3 (p. 571) presents the balance sheet as of December 
31,1946. 

Questions 

1. What action would you recommend to the company? Why? 

2. If you recommend the second alternative, how would you finance the 
new property? Give your reasons. 

3. What problems would be involved if the third possibility were 
adopted? 

4. What are the possible effects upon the costs, profits, and revenues of 
the firm as a result of the decision to cease further price discrimina¬ 
tion? 

5. If the second alternative is followed, w hat will be the probable effect 
upon total unit cost of each division. i.e.. wholesale anct retail. Would 
an increase in sales for each of the divisions alleviate this situation? 
In view of die price policy of the firm, how would you suggest that 
increased sales be sought? 

Case VMS: MID SOUTH PRODUCTS CORPORATION 

In 1901 the Mid-South Wholesale Grocery Company was formed 
by the merger of two small wdudesale firms. The company acted as 
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a wholesale firm only until the first World War* at which time it 
acquired a small fish-packing plant in New Orleans, Louisiana. 
Shortly after the war a small company in Texas which milled flour 
and processed dry cereals was purchased. In 1923 the firm was reor¬ 
ganized into the Mid-South Products Corporation with the main 
office and warehouse in Memphis, Tennessee. A subsidiary corpora¬ 
tion, wholly owned, was organized to handle all food manufacturing 
and processing. In 1926 the company purchase! a commission house 
dealing in fresh fruits and produce. Another wholly-owned subsidi¬ 
ary was organized to direct this division. The parent-company con¬ 
centrated its efforts upon the distribution of these various products 
to brokers, wholesalers, retailers, and other manufacturing firms, 
such as bakers, confectioners, and specialty food processors. 

Among the products handled by the company were pecans, which 
were sold lv>th in the shell and as shelled kernels. Pecans were pur¬ 
chased from individual growers by the commission division, trans¬ 
ferred for shelling and packaging to the manufacturing division, 
which turned them over to the parent-company for distribution. 
About 90 per cent of all nuts handled were shelled. Shipments were 
made from the home office and also direct from the processing plants, 
as described below. Purchasers of pecan* were located in various 
parts of the United States. The company had no retail outlets of its 
own. Pecans were processed arid packaged for several grocery chains 
under their respective labels as well as under the brand name of the 
Mid-South Products Corporation. 

Prior to 1932 the company had purchased pecans in the shell 
through its commission division and resold about 60 per cent of them 
without further processing. Those that were processed were shipped 
by truck or train from the chief growing areas in southern Missis¬ 
sippi, northern and central Florida. Georgia, and eastern and south¬ 
ern Texas. Processing was done by hand except that shells were 
cracked by hand-operated machines. Since highest prices were 
obtained for whole kernels, efforts were made to crack the shells 
without damaging the kernel. Kernels which were broken were sold 
ungraded, primarily to bakers and confectioners. Hand-processing 
w as a very high-cost operation, but, up to 1932, the price had been 
high enough to cover this high labor cost and show a profit. 

In 1932, however, the price of shelled pecans dropped sharply in 
relation to costs of processing. Although labor was relatively cheap 
in Memphis at the time, the prev ailing wage was still such that the 
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company could barely cover variable costs in the processing of 
pecans. Ort a total cost basis the operations were carried on at a loss 
for the years 1931 and 1932. In an effort to cut costs, the company 
decided to decentralize the processing operations. It was observed 
that the wage level in smaller towns and villages in the South were 
lower than in Memphis. As a result of several investigations, the 
company moved its pecan processing to three different locations— 
one in Quitman, Georgia; another in Crockett, Texas: and the third 
in Picayune, Mississippi. All locations were in pecan-growing areas, 
and all were towns of a few thousand population. In these small 
towns it was possible to secure a considerable amount of part-time 
lalror at very low wages. In Picas une, Mississippi, for example, all 
the employees were women who worked as domestics part of each 
day and could be secured for 20 cents per hour for three to four 
hours each afternoon to shell and clean pecans. While the rate ol 
turnover was v high, the nature ol the labor was unskilled, so that this 
factor was not serious. About 300 part-time workers were used in 
this plant for six or seven months each year. 

Since pecans are harvested in the autumn season within a period 
of about two months, they must he stored in warehouses and with¬ 
drawn as needed. Prior to decentralization of operations, this neces¬ 
sitated the use of expensive warehouse space in Memphis, until the 
nuts were processed and again stored. Since substantially less space 
is required to store the shelled kernels, there w as considerable pres¬ 
sure upon the manufacturing division to process the pecan stocks 
as rapidly as possible. Frequently it was necessan to emplov over¬ 
time to hasten the processing. In the new locations the compam was 
able to acquire satisfactory existing structures lor storing the newly 
harvested pecans which were less expensive than the urban location 
in Memphis. In addition, the net freight charges were less on shelled 
jH*caus, plus the fact that the shells were more easily disposed of in 
the rural locations. In the latter places the puxessing could be 
spread over a much longer period of time. Pecans were shelled and 
shipped in 50-pound containers to the main plant in Memphis, where 
they were graded and repacked for distribution. 

'Phis decentralization permitted tin* company to show a profit on 
a total cost basis. In 1933 the company processed approximately 
16,000 pounds of shelled jx*cans at a net profit of 21 cents per pound. 
By 1937 tire company was processing alrout 24,000 pounds of shelled 
pecans annually at a profit of 20 cents per pound. The largest item 
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of cost in the processing was labor. A good worker amid shell alxnit 
Hi pounds of whole kernels per hour and a 1km it % pound of broken 
kernels. In view of hand operations* the rate of broken kernels was 
not considered too high. 

In 1938 the President of the United States signed the Fair laibor 
Standards Act* which required* among other things, a minimum 
wage of 40 cents per hour for labor engaged in or affecting interstate 
commerce. In addition* the act contained provisions for payment of 
overtime in excess of 40 hours per week. Upon recommendation of 
legal counsel, the company decided to comply with the provisions 
of the act. In the jx^an-processing operations this would require a 
wage increase in excess of 100 per cent. 

Coincident with the passage ol this act there was a sharp decline in 
economic activ ity and prices. Coupled with an unusually large wal¬ 
nut and almond crop in California, the price of pecans declined so 
that the profit per pound decreased to 4 rents. The price of pecans 
tends to conform in movement to the prices of nuts which are fairlv 
good substitutes, Mich as walnuts, almonds* cashews, Brazil nuts* etc. 
The Mid-South Products Corporation distributed all kinds of nuts 
but processed and packaged none other than pecans. 

The executive committer called a meeting of the Ixiurd of directors 
to consider the status ol the pecan-processing operations. To pav the 
required minimum wages and oxertime would involve the company 
in a substantial loss at tin* existing market prices of shelled pecans. 
There was divided sentiment among the directors as to what should 
be done. One suggestion was to abandon the pecan business entirely, 
since it constituted such a small part of the business, although it was 
growing in size. Another was to deal only in pecans in the shell. One 
director suggested raising the price to cover the new labor costs. 

Early in 1937 the vice-president of the company had investigated 
the possibilities of mechanical processing of pecans. There was little 
standard equipment available which the company did not already 
possess. Howev er* a large eastern electrical manufacturing company 
had drawn up* at the request of the vice-president, plans for a ma¬ 
chine which would crack, shell, grade* and package? pecans in con¬ 
tainers of various sizes. It was designed to operate by means of a 
battery- of electric “eyes.'* Since the machine was a specially de¬ 
signed affair and many parts would have to lx? made by hand* it 
was estimated to cost approximately $35,000. It would, however, 
have a capacity of 10,000 pounds of shelled pecans per week and 
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would require two highly skilled operators in addition to several 
laborers to close the containers as they were filled* The cost of con¬ 
structing a machine of half that capacity was estimated to be only 
$2,OCX) less. The idea was rejected at the time because of the high 
cost. The cost accounting department had calculated that, with 
tire current volume of operations, the installation of such a machine 
in any one of the three locations would result in a cost per pound 
higher than that incurred by hand operations. 

The Mid-South Products Coqxiration competed with five other 
similar food processing and distributing companies in the sale of 
shelled pecans. Two of these companies were much larger than the 
Mid-South Company. In addition, there were numerous smaller 
companies who also sold small quantities of shelled pecans. These 
companies “farmed out” their shelling operations to individuals who 
performed the work in their homes. The Mid-South Company had 
experimented with this method at one time but had found it unsatis¬ 
factory for large-scale operations. The vice-president of the company 
had discussed the lalxar problem occasioned bv the new law with 
three of his larger competitors and found that they faced the same 
problem. The two larger competitors each sold about 40,000 pounds 
of shelled pecans annually, while the third sold about the same vol¬ 
ume as the Mid-South Company. 

The cost accounting division of the Mid-South Company reported 
in 1938 that, if a volume of 75,000 pounds of shelled pecans could 
be sold annually, the company could reduce labor costs to approxi¬ 
mately 8 cents per pound for the entire pecan operations if the ma¬ 
chine were purchased. This included amortization of the purchase 
price, a special building to house the equipment, and wages of the 
skilled operators. At the price of pecans in 19-38, this would produce 
a profit of about 16 cents per pound on a total cost basis. 

Questions 

1. What action would you recommend for the company? State your 
reasons. 

2. If the machine were purchased, what considerations would affect your 
choice of its location? 

3. If the machine were purchased, should the book value of the three 
existing processing plants be added to the cost of the machine? 

4. Does this cast* introduce any relationship between size of market and 
unit cost? Explain. 
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